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EDITORIAL 


; Social security acts, whether of state or 
The Protection of ; ‘ , ; ; 
the Aged nation, are largely conceived in pious 
hope, a vain altruism and—it is greatly 
to be feared—a sense of political effect. It is related of a writer 
that, after the enactment of the federal security act of 1935, he 
set out with the laudable purpose of writing an exposition of the 
virtues of the law and impressing upon the public (what he be- 
lieved to be the truth) that with the coming of this new law the 
millennium had dawned. No one should want. No one should 
fall afraid. Over everything the day of the halcyon should shine. 
He set out with these noble sentiments, and then very slowly and 
very reluctantly his analysis of the law and its applicability to 
conditions began to convince him that we were not yet got over 
the Debatable Ground and come into the land which is called 
Beulah. He concluded his essay a disappointed man and his 
literary effort a frank condemnation of the whole scheme. Read- 
ers of THE JOURNAL OF ACCOUNTANCY will remember two able 
articles which have appeared in recent months: the first by Eric A. 
Camman and the second by George P. Auld, both discussing the 
federal social security act. These two authors maintained an 
admirable impartiality and it would be quite difficult to ascertain 
from their writings whether they were originally in favor of or 
against the scheme of taxing the people as a whole to pay old-age 
benefits to a small minority. 
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; : Perhaps it is true that some form of 
ai old-age pension by state or nation must 
come—but we are not altogether sure of 
that. It is, of course, unthinkable that a nation which professes 
to be as rich as we profess to be, despite our present tendency to 
dissipate our patrimony, should permit the old or the ill or the 
infirm, who, through no fault of their own, are indigent, to lack for 
any of the necessary things of life. It has been a dream of philoso- 
phers and idealists from the time of Socrates that some day a per- 
fect state would arise in which want would be unknown. So far 
it must be admitted that none of these dreams has ever come 
true, except in smali and self-organized communities, such as 
some of the great industrial settlements where a benevolent 
scheme of local government takes care of the needy. As we have 
said, a general plan of old-age pension does not seem imperative. 
The arguments against it are as well-known as the arguments for 
it; but, unfortunately, of late there has been an unwillingness or a 
fear to utter any sort of criticism of a scheme, however imprac- 
ticable, to bring peace and comfort to those of us who sit upon the 
western slopes watching the sun going down. 


The sentimental and truly Christian 
among us find it a little difficult to chal- 
lenge any scheme so beautiful in theory. 
But the fact remains that the prospect of a pension at sixty-five 
years of age—which doubtless would be extended downward from 
time to time until perhaps everyone who reached the ripe old age 
of thirty-five would be entitled to be supported by the state— 
would remove from most people all incentive to lay up against a 
rainy day. It would remove all incentive to excel. It would 
certainly invoke dishonesty in administration and among its 
beneficiaries. Many years ago a questionnaire was sent to the 
diplomatic and consular representatives of a certain govern- 
ment. The government which made the inquiry wanted to 
know how many of its agents in foreign countries would prefer 
a civil service rating, with a pension at retirement, or a frankly 
competitive service in which promotion would be based upon 
accomplishment, with no pension at retirement. It was a little 
astonishing to find that the response to this questionnaire was 
overwhelmingly in favor of a scheme which depended upon excel- 
lence and provided nothing in the way of pension. Of course, 
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this opinion was expressed before the world war and its aftermath. 
Since Armageddon we have seemed to grow softer and more 
sentimental—and that, perhaps, is as it should be. But the 
trouble with all general schemes of social security or relief or 
what-not is that they do not and can not apply fairly in all cases. 
Does the man or woman who reaches the age of sixty-five neces- 
sarily step from usefulness to uselessness on that fatal birthday? 
Does mental or physical condition have nothing to do with the 
case? Then, again, to take one concrete application of the new 
law, let us recall that it does not apply to farm employees, to 
household servants and to various other classes of the commu- 
nity. In brief, it may almost be said that it applies only to indus- 
trial employees who work for employers who engage eight or more 
men. Probably, this selection of eight as the dividing line was 


purely arbitrary. But it was unfortunate. It should have been 
much lower. 


Der the Ald of a Bw We can not prove the truth of our opin- 
ion that the law, as it stands, will not 
benefit 60 per cent. of the population. That is pure conjecture, 
but we believe it to be true. We believe that 60 per cent. of the 
people who might be beneficiaries under this act are exempt from 
its application because of specific mention in the act or because 
they are working for people who employ less than eight persons. 
One has only to consider the innumerable country stores, garages, 
small industrial plants, indeed, practically all the businesses of 
small communities, to say nothing of small employers elsewhere, 
to see that the great proportion of our population will not be 
assisted. The truth is that those persons who are to benefit 
will do so at the expense of all of us, because taxes colossal and 
ever increasing will be upon us and no one, small or great, will 
escape paying ultimately his proportion. 


hat aienn i Ces Little question has been raised about 
stitutionality ? the constitutionality of the social secu- 

rity act; but that will come. As the act 

stands there is nothing fair about it. It can not be administered 
and we doubt seriously if it will pass the test of the supreme court. 
There are various technical difficulties in the administration of the 
federal act as it now stands and many accountants, lawyers and 
employers are distressed beyond measure. It seems rather a pity 
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that we can not have, without delay, a decision of the supreme 
court as to whether this act is to stand or not. If it is not to 
stand in its present form, we are doing a great deal of unnecessary 
worrying and are making great outlays in labor and time which 
will be utterly wasted. If it is to stand it must stand in some 
amended form, for its application today is impossible. To revert 
to the old thesis that only the fit shall survive ‘s quite too brutal 
in these gentle days. But it is recorded of an early settlement in 
these United States that he who would not work should not eat, 
and that community survived and flourished and flourishes still. 
If every man will take thought for the morrow and work while 
there is work to do, he will not have to come upon the community 
with a plea for help. Most great corporations will see the light 
and provide for their superannuated employees. The little cor- 
porations should do as much in their own way. America was 
born in a fighting spirit. It is not a stagnant country. It 
marches. Someone must fall by the wayside—but some will fall 
whatever we do. It seems that our duty is merely to provide for 
those who can not help themselves—not for those who have spent 
all they received in a confident assurance that when the idle days 
shall come, the state will take care of them. 


Recent reports from independent sources 
indicate that the number of unemployed 
men and women in the country is vastly 
different from the number officially reported by Washington 
bureaus. Some figures indicated something in the neighbor- 
hood of 3,000,000 unemployed as against figures ranging from 
10,000,000 to 13,000,000 emanating from the American Federa- 
tion of Labor and certain government departments. The truth 
no doubt is somewhere between these extremes. It seems to be 
generally conceded that the normal number of unemployed in the 
United States is about 3,500,000. It was so in 1929, when we all 
thought we were prosperous and business was at its peak. There 
is, of course, a great deal of nonsense written and spoken about un- 
employment. There are not nearly as many people unable to ob- 
tain work as some of the politicians would have us believe. There 
are many who do not obtain work, but the reason is obvious. Let 
any one who doubts seek to engage artisans of any kind in any 
trade in almost any part of the country and he will find it difficult 
to obtain the assistance he needs. This is partly due to the 


4 


The Vagueness of 
Unemployment 


Editorial 








enervating effect of indiscriminate relief, but it is also due to a 
considerable increase in actual employment which, for some rea- 
son not altogether clear, the government is reluctant to admit. 
Perhaps we could reach an interesting estimate of unemployment 
if each one of us in his own little sphere of action would make up a 
list of his friends, acquaintances and people within his range of 
vision who are actually out of work and can not obtain work. We 
believe that the list would be astonishingly small. There is in 
every community a group of professional idlers. They were born 
to idleness. In the estimate which we have suggested it would be 
well to eliminate those who suffer from chronic indolence and are 
never at work. Thisisa year when all of us want to think clearly 
and to think through. One of the things which we can think 
about most helpfully will be the truth of statements which will be 
issued by both the political parties. 


One trouble which afflicts us in the con- 
Better a Dole ‘ , 

thon « Biaed templation of relief and unemployment 

is the tendency on the part of congress- 

men and the public generally to think that our difficulties here are 
peculiar—that they do not exist beyond the boundaries of Amer- 
ica. It is not an unusual thought, this intense nationalism. We 
are prone to think that no one else in the world can be quite so 
good or quite so bad as we who live under the Stars and Stripes. 
Some of us, however, object to the excellence in evil. We may 
admit the surpassing quality of our virtues but we like to stop 
there. We have only to look across a little stretch of sea, which 
today is only forty-eight hours wide, and consider the experience 
of our friends in the British Isles. The dole, as they frankly 
called it there, was a huge mistake. It helped a few people who 
needed help and it made paupers in perpetuity out of a multitude 
of people. It was all the outcome of an unholy union between 
depression and politics—and in this country the evil was born of 
the same mésalliance. But they were wiser after a while in 
Britain, and they decided that the old colonial rule should apply 
and that he who would not work should not eat. In other words, 
it was resolved that no dole should be granted to any one able to 
work who had refused an opportunity to work. They have a way 
of doing things pretty honestly in the old world, so the dole 
became sadly attenuated and hundreds of young boys and girls 
out of school found that they had to go to work, painful as the 
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prospect was. And the men who had been sitting by the road- 
sides in the sunny days of summer and around the taproom fire 
in the chill days of winter found that their manner of living had to 
undergo radical changes. It was disconcerting for a while, but 
even the greatest idler in the world can ultimately become accus- 
tomed to a little work. How we can handle the situation here no 
one knows, but we must try to do something about it; and the 
results of the coming election will turn largely on these related 
questions of relief and unemployment. It is our belief that the 
best plan for us is to pay actual money without any thought of 
labor in return to those who are positively in need and to pay 
nothing else whatever except for necessary or desirable works of a 
public character. The direct dole is better than a pretense at 
work which makes for dishonesty and utterly debauches morale. 


Some one suggested the other day that 
it would be salutary to make up a bal- 
ance-sheet and profit-and-loss account 
of the United States of America. These statements might be 
prepared as though for a client and they should show whether the 
United States of America Company was making money or losing 
it, whether it was producing any profitable articles of merchandise 
or merely some hopeless junk. It would be quite a job to make 
the audit comprehensive, but any one who had a searching mind 
could take even the published figures—which, heaven knows, are 
inaccurate enough—and prepare some sort of a statement of assets 
and liabilities and income and expenses. It might be done 
department by department. The results would be rather disturb- 
ing—but, then, audits are apt to disturb. Years ago President 
Taft appointed a commission to investigate certain government 
departments and the costs of conducting them. As we recall it, 
the commission reported that one department of the war depart- 
ment would be considerably assisted and the expenses substan- 
tially reduced by placing the entire personnel on pension and 
engaging a few competent men to do the work. That was in the 
days before the war. What would be said by an auditor of the 
United States Company today of the profitability or even the 
justification for half the departments which nest in Washington 
and elsewhere? Of course, if one were to make the audit in a 
political sense, there might be justification or at least excuse, but, 
viewed as a business, the United States Company would not 
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receive an unqualified certificate of fiscal soundness by any com- 
petent and honest auditor. Here isa great opportunity for one of 
those readers who like to think in vast sums to undertake a volun- 
tary and unremunerated investigation of that one of his properties 
in which he and all the rest of us have invested most of our funds. 
The investment has been involuntary but it is fact, nevertheless. 


A suggestion was made recently, but we 
can not trace its origin, to the effect that 
instead of a program of useless public works to which unemployed 
labor could be devoted or diverted, the nation and the states should 
undertake only public works which would be or could be self-sup- 
porting. As an illustration of what might be done in this direc- 
tion, we may consider the great highway bridge which crosses from 
Camden, New Jersey, to Philadelphia, and the Holland vehicular 
tunnel from New York to New Jersey. Both were built from the 
proceeds of bond issues, with tolls charged at rates which have 
evidently been considered reasonable for the use of the facilities 
furnished. Practically from the beginning both these projects 
were on a self-sustaining basis. The George Washington bridge 
from New York to New Jersey, while not immediately so for- 
tunate, seems now to have reached a stage where it will pay for its 
expenses and cost. The revenues of the Holland tunnel have, 
however, been sufficient to carry the George Washington bridge 
and deficits from certain other New York-New Jersey bridges 
which have not been self-sustaining. Another great bridge, per- 
haps the most spectacular in the world, is being constructed across 
the Golden Gate at the mouth of San Francisco bay. The cost is 
to be enormous and the tolls are to be, all things considered, 
rather low. Perhaps we may hope that the experience of the 
Camden bridge will be duplicated at the Golden Gate. Between 
the cities of Newark and New York is a remarkable engineering 
feat, known as the Pulaski skyway. The state of New Jersey 
built this from its highway funds derived principally from the 
revenues from automobile licences, the tax on gasoline or from 
the proceeds of bonds to be paid off from these revenues. No toll 
has ever been charged for riding over that long series of spans. 
It would be perfectly proper, however, to charge a toll, that no 
one could reasonably object to paying, which would permit the 
state of New Jersey either to apply the funds to other useful 
projects or to reduce its present taxes. 
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; A correspondent has sent us a clipping 
The Lowest Bidder ppms 


Again from his local newspaper in which it is 


reported that a ‘contract for auditing 
the city books”’ was awarded to, let us say, Blank and Blank on a 
bid of, let us say again, $12,000. One of the commissioners pro- 
posed that the award be given to the firm of Doe and Doe for 
$15,000, but the commission with the single exception of the 
proponent of the higher fee voted to give the job—which seems 
to be the correct word to employ in such circumstances—to lower 
bidders. One sapient commissioner said ‘‘ The idea of advertising 
for bids is to get the lowest bidder and I don’t see why we should 
consider any but the low bidders.’’ The whole story is rather 
entertaining. The bids ranged from $10,000 to $72,000, which, 
one must admit, is a fairly wide territory. The point that 
attracts peculiar attention, however, is the remark of a com- 
missioner of a city of importance to the effect that the lowest 
bidder should be employed for an audit of the city. It seems 
incredible that this could happen anywhere except in some remote 
village in the back woods, where no one had ever heard of an audit 
and might have confused it with some article of merchandise. In 
a way, of course, it may be regarded as sincere flattery to say that 
all accountants are of such equal merit that the only point to 
be weighed in the balance is the fee to be charged—the work by 
every accountant would be equally well done. It is not quite 
reasonable, however, to lay that flattering unction to our souls. 
There are still a few accountants, and some who like to call them- 
selves accountants, who are not quite the equal of the best in the 
profession. 


Sinking-fund Accounting 
By MALCOLM JOHNSTON 


Little has been written on the composition and structure of 
sinking-fund accounts, and the subject, therefore, needs to be 
somewhat clarified. 

As in all legal documents, bond indentures express the vagaries 
of the persons who draw them. Although the intent of such in- 
struments is primarily to protect bondholders, there are loosely 
drawn mortgages that do not afford full security, as well as the 
iron-clad kind that do. Often sinking-fund provisions are ob- 
scured by legal terminology and ambiguous phrases, and this is 
particularly true in mortgages of the former type. 

Thus, a sinking-fund provision which stipulates that a sinking 
fund of $20,000 per annum shall be created five years from date of 
issuance of bonds might be construed to mean that either the pay- 
ment on the one hand or the accrual on the other shall commence 
at the end of the fifth year. Yet the results would be quite dif- 
ferent, and unless the meaning was properly interpreted a serious 
error would be made. 

If an annual sinking fund equivalent to 3% of the net earnings 
of a corporation is to be set aside for the redemption of bonds, the 
correct calculation depends upon the meaning intended. Does 
it mean that the contribution is to be 3% of net earnings, which 
include such contribution, or exclude it? It is reasonable to 
believe that the first interpretation is the correct one; but 
the language employed does not definitely presuppose this con- 
clusion. 

In the first case, insertion of the specific date of payment in- 
tended and, in the second, a proper qualifying clause would ob- 
viate these difficulties, and an attorney experienced in this work 
would take such precautions in drawing the mortgages. 

As to the accounting involved, the transactions during the life 
of a sinking fund are numerous and diversified, and the applica- 
tion of correct principles requires more consideration than repeti- 
tive and strictly routine matters. 

To handle a sinking fund intelligently, from the standpoints of 
administration and of accounting, a general knowledge of the 
mortgage and a thorough knowledge of the sinking-fund provi- 
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sions should be obtained first-hand, and all questionable points 
should be settled before any steps are taken. 

With respect to grouping, this distinction should be made: (1) 
there are sinking funds which are administered by individual 
trustees, and (2) there are those that are administered wholly, or 
partly, by corporate trustees. As the latter type is more common 
they are discussed in this article. 

As soon as a sinking fund is created there will be transactions 
from time to time of the following nature: 

1. Monthly accrual of mortgage requirements. 
2. Monthly accrual of income from investments. 
3. Satisfaction of requirements upon maturity and adjust- 
ment of reserve accounts. 
4. Collection of income by trustee on maturity and adjust- 
ment of reserve accounts. 
5. Investment of fund by trustee and adjustment of reserve 
accounts. 
6. Sale of investment securities by trustee and adjustment of 
reserve accounts. 
7. Retirement of bonds by trustee and adjustment of reserve 
accounts. 
This classification will help the reader understand the following 
entries which are made and fully explained. 

A simple problem is taken for illustration. Let it be assumed 
that on January 1, 1928, The North Company issued $200,000 par 
value first mortgage bonds maturing January 1, 1948, to bear 5% 
interest payable January 1st and July 1st of each year. The 
bonds were sold at 99 and accrued interest. For the purpose of 
this discussion it is not necessary to consider underwriting and 
incidental expenses. The following entry would be made to 
record this transaction: 


As BARES Ase Cue W awakes eae kena $198,000 .00 
Unextinguished discount on bonds............. 2,000 .00 
The North Company first mortgage bonds....... $200,000 .00 
For $200,000 par value of bonds 
PN ors cyst giants ecaraienes $198,000.00 
Discount on bonds............. 2,000.00 


Amount of issue 


Commencing in January, 1928, and continuing during the life of 
the bonds, or until there was a reduction in the funded debt, the 
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discount of $2,000 would be written off to profit-and-loss by a 
monthly entry: 





PECie OO aS fet eo adn baw Sts Sane $ 8.34 
Unextinguished discount on bonds.............. $ 8.34 
Amount of discount to be written 
Ol 18) 20 YONI. cc io bcos esd $ 2,000.00 
Monthly proportion—1/240...... $ 8.34 


The Western Trust Company was designated trustee of the 
mortgage, under the provisions of which an annual sinking fund of 
$15,000 was created for a period of ten years, payable out of 
income. The first payment was to be made to the trustee Jan- 
uary 1, 1933, and annually thereafter on that date. This provi- 
sion anticipated the retirement of 75% of the bonds within fifteen 
years from date of issue, or five years before maturity. 

The mortgage provided further that in the discretion of the 
trustee contributions to the sinking fund might be used for invest- 
ment in securities of other companies in lieu of the redemption 
of outstanding bonds. For the purpose of such investments the 
issuing company might deliver to the trustee as live securities 
bonds of the outstanding issue which it had reacquired from time 
to time with that thought in mind. 

Another significant provision is that in case of a deficit from 
operations in any year, the trustee will accept from The North 
Company a certificate to that effect in place of a cash contribution. 

The accounting transactions arising from these features may be 
summarized in the following manner: 

1. Investments in securities of other companies. 

2. Acceptance by trustee as live securities of bonds of the 

outstanding issue reacquired by the accounting company. 

(a) At par. 
(b) At a cost less than the par value. 
(c) At a cost above par. 

3. Acceptance of deficit certificate by trustee. 

4. Redemption and cancellation of outstanding bonds. 

Sinking-fund reserve, as used in this article, is the designation 
of a primary account which is composed of items of the following 
kinds: 

1. Unmatured requirements accrued. 
2. Unmatured interest accrued on investments held by the 
fund. 
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3. Cash held in general funds of the company. 
4. Cash held by the trustee. 
5. Cost of investments held by the fund. 

Separate accounts should be used for each of these groups. 
Furthermore, when more than one sinking fund is in operation 
separate accounts should be provided for each reserve, and the 
titles of the accounts should indicate the specific mortgages under 
which the bonds were issued as a means of identification. The 
titles of the reserve accounts used here are not earmarked in this 
way as the discussion is limited to one sinking fund. 

Obviously, one-twelfth of the annual requirement must be ac- 
crued monthly during the term of the sinking fund, except that 
such accruals commenced in January, 1932, in order to take care 
of the first payment due one year later. The entry was: 


Income applied to sinking fund................ $ 1,250.00 
Sinking-fund reserve—unmatured requirements 
MOIS RS Sarde ida k ch Se pi thane wien ees $ 1,250.00 


By this entry $15,000 was debited as a deduction from income 
in the calendar year ended December 31st, and a corresponding 
amount was credited to sinking-fund reserve. 

On January 1, 1933, The North Company paid the trustee 
$15,000 and recorded the transaction by the following cashbook 
entry: 


Western Trust Co., trustee sinking fund—cash... $ 15,000.00 
ROMMMNSvereisc er chars RTa ne ietare ie ioieiaia eaten tee te ae arene $ 15,000.00 


At the same time it was necessary to adjust the reserve account 
by the following journal entry: 


Sinking-fund reserve—unmatured requirements 
PRN Gee she evi dicas onde cxavane ences lool $ 15,000.00 
Sinking-fund reserve-—cash in hands of trustee... $ 15,000.00 


Similar entries would be made annually thereafter until January 
1, 1943. 

With this sum the trustee on March 1, 1933, purchased $16,000 
par value Atlantic and Pacific Railroad Company first mortgage 
4% bonds, with interest maturing January ist and July 1st in 
each year. For these it paid 90 and accrued interest for two 
months, amounting to $14,506.67, leaving a balance of $493.33 in 
the hands of the trustee for further investment. 
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Two entries were necessary: the first, to record the asset value 
of the investment, and the second, to adjust the reserve accounts. 
These were set up on the books in the following manner: 


Western Trust Co., trustee sinking-fund—securities $14,400.00 
For cost of $16,000 par value of bonds pur- 
chased at 90 for investment. 
Interest accrued on securities held by sinking 
FMC soln tere react eee ees forse 106.67 
For amount of accrued interest paid on above 
bonds from January 1 to March 1, 1933, the 
date of purchase. 


Western Trust Co., trustee sinking fund—cash.. . $ 14,506.67 
Sinking-fund reserve—cash in hands of trustee.. . 14,506.67 
Sinking-fund reserve—cost of investment securi- 

GR sists iars wire ant ee chr Hae rn a eg oer 14,400.00 


For cost of bonds as per contra entry. 
Sinking-fund reserve—unmatured interest ac- 


CEOS ogc) sia cutee deceased asia eee 106.67 
For amount of accrued interest paid as per 
contra entry. 


Commencing in March, 1933, and monthly thereafter, or during 
the period for which the $16,000 par value of bonds were held as a 
sinking-fund investment by the trustee, interest was accrued by 
the following entry: 


Interest accrued on securities held by sinking-fund $ 53:33 
Income from smiking-fund . . ........6 5660000005 $ 53.33 


However, as income from sinking-fund investments can not be 
used for the payment of dividends, or for any corporate purpose 
other than as an accretion to the reserve fund, the following entry 
was made concurrently with the preceding one: 

Income applied to sinking fund................ $ 53.33 
Sinking-fund reserve—unmatured interest ac- 
CRORE Se ks eles Salsas Bernie en eae $ 53:33 


On July 1, 1933, the trustee collected the interest matured on 
the bonds held in the fund and the transaction was recorded on 
the books of the accounting company, as follows: 


Western Trust Co., trustee sinking-fund—cash... $ 320.00 
Interest accrued on securities held by sinking-fund $ 320.00 


and a corresponding entry was made to adjust the reserve ac- 
counts: 


Sinking-fund reserve—unmatured interest ac- 
Gaur hce Re trk sie OO ea $ 320.00 
Sinking-fund reserve—cash in hands of trustee. . . $ 320.00 
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The interest having been collected by the trustee, the accruals 
were no longer necessary at this point, and the debit and credit 
balances in the two accrued accounts were cleared by the fore- 
going entries. 

The trustee now had $813.33 in the fund available for the re- 
demption of bonds or for further investment, as was deemed 
expedient. 

It is customary for corporate trustees to allow interest on un- 
invested cash balances in its hands, and assuming 2% was the 
prevailing rate on monthly balances, there was an additional 
credit of $53.29, making a total amount of $866.62 in the fund as of 


July 1, 1933. Again, two entries were necessary to record this 
transaction: 


Western Trust Co., trustee sinking fund—cash... $ 53.29 
Income trom semking fund ...........6.6...5.0600- $ 53.29 
Income applied to sinking fund................ 53.29 
Sinking-fund reserve—cash in hands of trustee... $3.29 


On January 1st of the following year further accretions to the 
sinking fund, amounting to $15,328.67, representing sinking-fund 
contribution, interest on bonds held as investments and interest 
on cash balances increased the cash balance available for invest- 
ment to $16,195.29. 

For reasons explained below, the matured requirements due 
January 1st were not paid to the trustee as before but were held 
in the general funds of the company. In these circumstances the 


adjustment of the reserve accounts was slightly modified by the 
following entry: 


Sinking-fund reserve—unmatured requirements 


PRIMI foo hoe. 5) hia eae ae cn Fr cre peg a Tea $ 15,000.00 
Sinking-fund reserve—matured requirements in 


general funds of company................... $ 15,000.00 


The funds in the hands of the trustee, therefore, were only 
$1,195.29. By journal entries similar to those explained above, 
the facts were reflected in the appropriate asset and offsetting 
reserve accounts. 

To illustrate a variation in the accounting procedure as the next 
step in the administration of a sinking fund, it may be assumed 
that The North Company arranged with the trustee to deliver to 
it in satisfaction of the requirements due January ist, bonds of the 
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outstanding issue reacquired by the former, to be held by the 
latter as live securities — that is to say, they were to continue as 
interest bearing bonds and in all respects to be considered in the 
same category as securities of other companies purchased for in- 
vestment. 

Therefore, anticipating this arrangement, bonds of The North 
Company had been purchased at intervals during the previous 
year at the following prices from general funds of the company 
advanced to the sinking fund: 


Oct. 1, 1935 PROUW GE IO‘. 6 ccc cccivivwicces $ 9,180.00 
Accrued interest 3 mos. ......... 112.50 $ 9,292.50 

Nov. 1, CU eS ae $ 5,150.00 

Accrued interest 4 mos. ......... 83.33 
a 5,233.33 

Dec. 1, Sr OOO Ge TCG ak coh ei cecics $ 1,040.00 
Accrued interest 5 mos. ......... 20.83 1,060 . 83 





Total $15,000 par value, cost... . $ 15,586.66 


Although combined below for the sake of brevity, these trans- 
actions were recorded on the respective purchase dates by cash- 
book entries in the following manner: 


The North Company first mortgage bonds reac- 





quired for sinking fund ................... $ 15,370.00 
ae eee $9,180.00 
Nov. 2 SOQUU dé 106; ..... 606 cence 5,150.00 
Wee: } POCP at 106. ...6. osc sees. 1,040.00 
Interest on The North Company first mortgage 
bonds reacquired—accrued but not due..... 216.66 
Interest paid on above bonds from July 1, 1933, 
to dates of reacquirement— 
ee Ma a oi cs cccinnes $ 112.50 
eT POT rere 83.33 
UG et 20.83 
WG Ss cheat aeeneteeesdakie cane $ 15,586.66 


Under the terms of the mortgage, bonds of the outstanding 
issue reacquired for sinking fund are to be treated as having been 
sold to the sinking fund at par. Upon acceptance of securities by 
trustee, journal entries were required, therefore, for the bonds 
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purchased at 102, 103, and 104, respectively, to adjust the pur- 
chase prices to par value: 


Ge CC. ti a a ea ee ee $ 370.00 
The North Company first mortgage bonds re- 
acquired for sinking fund.................. $ 370.00 


For adjustment on $15,000 par value of bonds. 


Also, interest was accrued monthly on the foregoing securities 
from their respective dates of reacquisition to December 31st: 
Interest on The North Company first mortgage 


bonds reacquired—accrued but not due.. ... $ 158.34 
Income from securities reacquired.............. $ 158.34 
Int. on $9,000 for 3 mos. (Oct.—-Dec.) $112.50 
Int. on $5,000 for 2 mos. (Nov.—Dec.) 41.67 
Int. on $1,000 for 1 mo. (Dec.)..... 4.17 


At December 31st the balance in the account ‘income from 
securities reacquired”’ would be written off to profit-and-loss. 

It must be borne in mind that these bonds were live securities 
and that there had been no reduction in the funded debt out- 
standing. Therefore, interest charges had to be computed at all 
times on the entire issue of $200,000 par value of bonds outstand- 
ing until the bonds so purchased had been actually retired. 
Each month, commencing January, 1928, liability for the interest 
accruing during such month and the corresponding debit against 
income account were recorded by journal entry: 

Interest on The North Company first mortgage 


Unmatured interest accrued on The North Com- 

pany first mortgage bonds................. $ 833.34 

$200,000 par value at 5%—monthly proportion. 

At December 31st of each year the balance in the account 
‘interest on The North Company first mortgage bonds’”’ would 
be closed out to profit-and-loss. 

At December 31st of the current period the credit balance in 
the latter account amounted to $5,000, and as this sum became 
due and payable on the day following, namely January 1st, the 
nature of the liability was more clearly expressed in the account to 
which the balance was then transferred: 

Unmatured interest accrued on The North Com- 
pany first mortgage bonds................. $ 5,000.00 
Interest matured unpaid on The North Company 
ie gee ge 0 $ 5,000.00 


Interest on $200,000 par value 5% bonds due and 
payable January ist. 
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Similar entries would be made January ist and July ist of each 
year, commencing July, 1928. 

Before The North Company delivered to the trustee of the 
mortgage the $15,000 par value of bonds reacquired in satisfac- 
tion of sinking-fund requirements, it detached the coupons matur- 
ing January 1st, the date from which subsequent interest accrued 
to the fund. The question arose as to the ownership of the 
coupons. As the transactions incidental to the purchases in 
question took place prior to the maturity of the sinking-fund 
requirement, the trustee could not claim the interim bond interest. 
It logically belonged, therefore, to The North Company. The 
per contra cashbook entries for the payment and collection of the 
interest were the following: 


Interest matured unpaid on The North Company 


For payment of interest due January 1, 1934, on 
$15,000 par value of The North Company first 
mortgage 5% bonds. 


Interest on The North Company first mortgage 
bonds reacquired—accrued but not due.. ... $ 375.00 
For collection of above interest. 


The interim interest which The North Company in effect paid 
to itself was offset in the cash account by these two entries and in 
the income account by the preceding third and fourth entries, 
respectively. 

On January 5th the trustee notified The North Company that 
the bonds tendered had been accepted in satisfaction of sinking- 
fund requirements and the latter completed the transaction by 
the following journal entries: 


Western Trust Co., trustee sinking-fund securities $ 15,000.00 
The North Company first mortgage bonds re- 
acquired for sinkiig finds o.50 6. cecccctees $ 15,000.00 
For $15,000 par value of above bonds delivered 
to trustee. 
Sinking-fund reserve—matured requirements in 
general funds of company................. 15,000.00 
Sinking-fund reserve—cost of investment securi- 


UN hed iewn Once CaS eee ease ae in 15,000.00 
For adjustment of reserve accounts. 
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Substitution of bonds of the outstanding issue for securities of 
other companies purchased for investment affords certain ad- 
vantages to the issuing company and to the sinking fund, and 
mortgages should always be drawn with that thought in mind. 

The advantages are— 

1. A potential profit representing the difference between 
(1) the price that would be paid for the bonds as they 
approached maturity due to enhanced value or (2) the 
redemption price upon call, as stipulated in the mort- 
gage, or (3) the redemption at par upon maturity and 
the lower market price that would prevail during the 
earlier stages of the life of the bonds. 

2. No necessity for trustee to replace the investment in an 
unfavorable market, as it might be required to do in the 
case of investments in bonds of other companies, if the 
latter were called for redemption prior to maturity of 
the outstanding issue. 

3. In this problem, the bonds of the outstanding issue bear a 
higher rate of interest than the other investments and 
yield a greater return. 

The disadvantages are— 


1. There is always the question of the relative stability of 
the two issues. 
2. No reduction of interest on the outstanding issue. 

The safeguard against the first disadvantage is that the trustee 
would not permit such substitution of investments without fully 
considering the past record of the issuing company and the 
safety factor of the bonds in question. As to the second disad- 
vantage it does not deserve serious consideration when weighed 
against the more important fact that a liability has theoretically, 
if not actually, been discharged for the principal of so many bonds 
outstanding. 

As the result of a deficit from operations of The North Com- 
pany for the year 1934 there was, of course, no current income 
from which to pay the sinking-fund requirement due January 1st 
of the next year; nor was the company obligated by the mortgage 
to make the payment out of accumulated surplus. 

In these circumstances the mortgage provides, however, that in 
lieu of making a cash contribution The North Company may file a 
deficit certificate with trustee stating the facts. Furthermore, the 
sinking-fund requirement is not cumulative, as the mortgage is 
not mandatory in requiring that a default in any one year be made 
up by appropriations of income in subsequent years. 
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Therefore, as The North Company had made definite appro- 
priations of income during the current year and had set up a 
corresponding reserve by monthly accruals in anticipation of the 
payment which it expected to make, the only adjustments neces- 
sary were those cancelling the entries previously made. As this 
situation became apparent before the close of the fiscal year, the 
certificate was filed by The North Company and accepted by the 
trustee in sufficient time for the adjustments to be made in the 
accounts of the current year by the following journal entry: 


Sinking-fund reserve—unmatured requirements 


i555 oes a oe ae eer a $ 15,000.00 
Income applied to sinking fund................ $ 15,000.00 


If, however, the adjustment had not been made until the sub- 
sequent year, the entry would have been: 


Sinking-fund reserve—matured requirements in 
general funds of company.................. $ 15,000.00 
PRC I eis reo irs Sec ras aoe $ 15,000.00 


At this time funds available for investment in the hands of the 
trustee from bond interest and interest on cash balances amounted 
to $1,862.51. Of this amount, $1,615.00 was expended by the 
trustee on February 1st in purchasing $1,500.00 par value Sea- 
board Steel Company first mortgage 4% bonds with interest 
maturing March 1st and September ist in each year. For these 
it paid 106 and accrued interest for five months. The journal 
entries were identical with those previously outlined recording 
similar transactions. 

Up to this point three usual methods employed in satisfying 
sinking-fund requirements have been considered: (1) by investing 
in securities of other companies; (2) by reacquiring bonds of the 
outstanding issue and holding them as live securities; (3) by 
deficit certificate filed with the trustee in circumstances which 
have been explained. 

While these temporary expedients are permissible and comply 
fully with mortgage provisions, the fact remains that sinking 
funds are created and reserves established for the sole purpose of 
redeeming bonds issued under their indentures, and that this ob- 
jective must ultimately be attained. When bonds are retired 
through sinking funds, the reserve is gradually extinguished, but 
it is not diminished one cent by sinking-fund investments—the 
status of the reserve only is changed. 
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Consider, then, that The North Company decided, at the sug- 
gestion of the trustee, to redeem bonds upon maturity of the next 
sinking-fund contribution. The procedure would be for the 
trustee to advertise some time before January 1st, and in the man- 
ner prescribed in the mortgage, for tenders for the surrender of as 
many bonds at prices to be named by the holders thereof, but not 
to be in excess of the redemption price specified in the mortgage, 
plus accrued interest (for which the trustee would be reimbursed 
by the company) as would exhaust the balance of $16,712.85, 
with the usual qualification that the trustee reserved the right to 
reject any and all bids not accepted. 

From the tenders received it may be assumed that the trustee 
accepted bids on the following bonds which it purchased: 


Jan. 10° VER O00 aCH0S |; 5 oxen oc deewaaeeed $ 8,240.00 
Accrued! interest 10'days.... 2.0.2.6: 11.11 $ 8,251.11 

BO SOOO A 8 oe Siscis Sass icieeen esas $ 4,160.00 
Accrued interest 15 days.......... nike 8.33 4,168.33 

20: “S000 at 105... 2... 554... SO Ae rete $ 4,200.00 
Accrued interest 20 days.............. 11.11 @ 211.71 





Total $16,000 par value, cost... .. . $ 16,630.55 


These bonds would be delivered to the trustee with coupons 
due July 1st and subsequently maturing attached thereto, and 
thereupon they would be cancelled. 

Three journal entries are required to adjust the asset, liability, 
profit-and-loss and surplus accounts: 


The North Company first mortgage bonds........ $16,000 .00 
For $16,000 par value of bonds retired. 
Interest on The North Company first mortgage 
bonds reacquired—accrued but not due....... S059 
For amount of interest paid on bonds from Janu- 
ary Ist to their respective dates of purchase. 
PU aENE TOME Ga Sirs eos k casei ev io Ia CS 600 .00 
For adjustment to par value of bonds purchased 
at costs above par value— 
MR ais danneecndvas cant tes $16,600.00 
Pare eb sient Cire eee 16,000 .00 


Western Trust Co., trustee sinking fund—cash..... $16,630.55 
For cost of bonds retired out of funds in hands of 
trustee. 
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Sinking-fund reserve—cash in hands of trustee... .. $16,630.55 
Cost of bonds per contra entry. 
The North Company first mortgage bonds retired 
through einkting fund... ww wc. cc cc ce eeee $16,600 .00 
For amount of appropriated income expended in 
the discharge of the principal of $16,000 par 
value of bonds redeemed and cancelled. 
Sinking-fund reserve—unmatured interest accrued. . 30.55 
For amount of interest paid on bonds per contra 
entry. (Trustee to be reimbursed for this 
amount by company.) 


PROteOtl- tO a = visi ao tietia cic de neare eres ealneie. 96.00 
Unextinguished discount on bonds............... 96.00 
For balance of unextinguished discount on $16,000 
par value of bonds redeemed and cancelled, 
charged off to profit-and-loss: 
Discount on $16,000 par value of 
bonds for 20 years............ $ 160.00 
Charged to profit-and-loss January 
1, 1928, to December 31, 1935— 
By POMBO od coir 0 sate: den pitas oe ORG 64.00 


As the amount of bonds outstanding is now $184,000, the monthly 
proportion of unextinguished discount on bonds to be charged to 
profit-and-loss in subsequent months would be reduced to $7.67. 

As there would be no further liability for sixteen bonds thus 
retired, that portion of the reserve balance which represents the 
amount of appropriated income expended in the discharge of the 
principal thereof was extinguished and carried to its final resting 
place as indicated in the two preceding entries. The disposition 
of this item is important, as the tendency might be to include a 
large amount in profit-and-loss, making it available for future 
distribution, whereas if earmarked in a separate account as ap- 
propriated surplus this danger would not exist. On the other 
hand, it would not be proper to include in this account amounts 
expended from current funds for the retirement of bonds in 
excess of sinking-fund requirements. 

To show the results of a sale of investment securities held in 
the sinking fund it may be assumed that the trustee arranged to 
sell on April 1st, $10,000 par value of Atlantic and Pacific Rail- 
road first mortgage 4% bonds at 104 and accrued interest, leav- 
ing $6,000 par value of such bonds still in the fund. 
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The first entry to be made would dispose of the asset value of 
the bonds carried at cost, set up the accrued interest collected and 
account for the profit realized from the sale, thus: 


Western Trust Co., trustee sinking fund—cash..... $10,500.00 
For proceeds from sale by trustee of $10,000 par 
value of A. & P. R. R. Co. 4% bonds at 104 and 
accrued interest to March 31st. 


Western Trust Co., trustee sinking fund—securities $ 9,000.00 
For book value of bonds. 
Interest accrued on securities held by sinking fund. . 100 .00 


For interest accrued at 4% from January 1st to 
March 31st, collected by trustee. 
Profit-and-loss...... 
For profit realized— 
Sale of $10,000 par value of bonds 
Bsc arate snc neo eee $10,400 .00 
Cost at 90..... Se rae sie 9,000 .00 


eins 1,400.00 





As the reserve would be increased by the profit of $1,400, the 
amount should be dealt with as surplus applied to sinking fund. 
The entry to be made adjusting reserve and surplus accounts 
would be: 


Sinking-fund reserve—cash in hands of trustee... . . $10,500.00 
Sinking-fund reserve—cost of investment securities $9,000.00 
Sinking-fund reserve—unmatured interest accrued 100.00 

All as per contra entry. 
Surplus applied to sinking fund................. 1,400.00 


For appropriation of profit realized from sale of 
bonds per contra entry. 


Conversely, when securities are sold below cost, the reserve is 
decreased by the amount of the loss. In such cases the difference 
between the cost of the securities and the amount received for 
them should be credited to ‘‘surplus applied to sinking fund.” 

At this point (April 1, 1936), the sinking fund would have been 
in operation for four years and three months. At the end of 
this article the debits and credits for that period to the various 
ledger accounts, explained above, are shown. Following is an 
analysis of the sinking-fund accounts. 


Appropriations of income and surplus 


[INCOMEO QPPrODriAted .. 6 6.6 Sc ce hse eosin $51,835.35 
NII <8 ics 04 4.89 owen dex tecdods 1,400.00 
EE cRitiA da cawtncnerternetaireeieeeudes $53,235.35 
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Disposition of Appropriations 
Bonds redeemed and cancelled: 








$16,000: bat VaNIEs COBE 66.565 occ ae ci eies Kaas $ 16,600.00 
Balance of reserves: 
Cost of investment securities........ $21,990.00 
Cash in hands of trustee.......... 10,612.30 
Unmatured interest accrued........ 283.05 
Unmatured requirements accrued. . . 3,750.00 36,635.35 
MOREE nates OR Oa Dae $53,235.35 
Sinking-fund assets 
Cag ti Randa OF (8UMEC Re cose sk dce eo osee ow $10,612.30 
Investment securities with trustee: 
$6,000 par value A. & P. R. R.Co.4%bonds..... $ 5,400.00 
$15,000 par value The North Co. 5% bonds...... 15,000.00 
$1,500 par value Seaboard Steel Co. 4% bonds. . . 1,590.00 21,990.00 
Unmatured interest accrued: 
$6,000 A. & P. R. R. Co. bonds—3 mos......... $ 60.00 
$15,000 The North Co. bonds—3 mos. .......... 187.50 
$1,500 Seaboard Steel Co. bonds—1 mo. ........ 5.00 
$16,000 North Co. bonds—amount paid on bonds 
ROC bb Ae oe Ee aren sae 30.55 283.05 
ROM sila eus arc etaese eI ee ee ea eee $32,885.35 





There are also certain inferences that may be drawn from the 
accounts which will prove the correctness of the accounting. 
Of course, the first significant fact is that any statement showing 
the disposition of appropriations must agree with the total ap- 
propriations of income and surplus. Next, the difference between 
the balance of reserves (credits) and sinking-fund assets (debits) 
must equal the amount of accrued contributions. The latter sum 
has been absorbed as a charge against income account for the cur- 
rent period. The above tabulations meet both these conditions. 

And finally, the difference between the income appropriated for 
sinking funds (debits) and income from sinking funds (credits) 
must be equivalent to the sum of matured and accrued sinking- 
fund contributions, when considering these accounts for the entire 
period during which the sinking fund has been in operation, thus: 
Appropriation Of inCOMme@: ......... 6. ..060c0c0e0080 $51,835.35 
Less: Income from sinking fund................. 3,085.35 


Difference represents— 
Matured contributions for three years (one year 
satisfied by deficit certificate) at $15,000 per 


MN sore he Sos OLR OI Rea $45,000.00 
Accrued contributions for 3 mos...............-. 3,750.00 $48,750.00 
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In developing this problem thirty basic entries have been used 
and they are sufficient to cover the majority of cases in sinking- 
fund accounting. New conditions that may arise from time to 
time will be merely the outgrowth or expansion of the principles 
already discussed, and additional entries can be framed easily, 
or those prescribed here may be slightly modified to meet the 
situation. 

As an illustration, if the sinking-fund requirements of $15,000 
were satisfied by the redemption of an equal amount of bonds 
purchased by the issuing company, which cost, say $12,050, 
including accrued interest, and the mortgage by specific provision 
did not make it mandatory to redeem bonds above such require- 
ments, nor in excess of the purchase price, the difference of $2,950 
should properly be credited to income or profit-and-loss account, 
depending upon circumstances, and the adjusting entries would 
be similar to those outlined for requirements satisfied by deficit 
certificates. 

Again, if the requirements of $15,040, representing a contribu- 
tion equal to 3% of net earnings, were satisfied in full by the 
redemption of bonds equivalent to the nearest multiple thereof, 
or $15,000 par value, and were purchased at or below par, the 
adjustments would be made in the same manner. 

Conditions are apt to change during the life of a bond issue, 
so that the financial position of an organization and the compara- 
tive market value of securities are important elements to be 
considered in administering sinking funds efficiently. What is a 
wise course to pursue at one time may be inadvisable at another. 
Those factors that are favorable in a holding company may pre- 
sent different aspects in certain subsidiaries. If there are many 
bond issues outstanding, as would probably be the case in large 
corporate entities, the accounting becomes more complex than 
it would be for a single issue, as each sinking fund must be han- 
dled independently. There is also more detail, as separate ac- 
counts should be set up for each fund. 

Nevertheless, the accounting procedure can be greatly simpli- 
fied with an adequate accounting structure. The method pre- 
scribed in this discussion breaks down the primary asset and 
reserve accounts into component secondary accounts that indi- 
cate the nature of the balance in each of such ledger accounts; it 
reflects the true status in the appropriated and free surplus ac- 
counts; it prevents the common tendency to short-cut methods 
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that give impetus to the work for the time being but retard it to 
the point of exasperation when information is required on the 
spur of the moment or when accounts are finally analyzed for 
results. The advantages of a proper control over sinking-fund 
transactions will be appreciated by anyone who has sought in 
meaningless accounts for rays of enlightenment and revealed the 
errors of faulty accounting. 

In conclusion, it is not too much to say that this scheme of ac- 
counting can be reduced to the simplest routine. I found it 
convenient to prepare for the guidance of the general bookkeeper 
a complete chart of skeleton entries with a standard explanation 
for each transaction and instructions when each one was to be 
used. By grouping the entries under the categorical headings 
listed at the beginning of this article it was an easy matter for 
the bookkeeper to copy the appropriate data in journal form, 
fill in the figures and other details applicable to the particular 
transaction and complete the entry. Much time and effort can 
be saved and frequent searching through an irrelevant mass of 
details can be avoided by abstracting the essential data from the 
mortgages for ready reference. 

The debits and credits to the ledger accounts follow: 


Western Trust Co., trustee sinking fund—cash 


Debit Credit 
1-1-33 Sinking-fund req. 1932 $15,000.00 3- 1-33 $16,000A. &. P. 4's & 
7-1-33 Int. $16,000A. & P. 4's. 320.00 int. purchased.... $14,506.67 
7-1-33 Int. on cash bal....... *53.29 3- 1-35 $1,500S. S. 4's & int. 
1-1-34 Int. $16,000A.& P. 4’s. 320.00 purchased........ 1,615.00 
1-1-34 Int. oncash bal....... *8.67 1-10-36 $8,000 North Co. 5’s 
7-1-34 Int. $16,000A. & P. 4's. 320.00 & int. purchased... 8,251.11 
7-1-34 Int. on cash bal....... *11.95 1-15-36 $4,000 North Co. 5's 
1-1-35 Int. $16,000A.& P. 4's. 320.00 & int. purchased... 4,168.33 
1-1-35 Int. on cash bal....... *15.27 1-20-36 $4,000 North Co. 5's 
3-1-35 Int. $1,500 S. S. 4’s.... 30.00 & int. purchased... 4,211.11 
7-1-35 Int. $16,000 A. & P. 4's. 320.00 
7-1-35 Int. $15,000 North Co. 
MRicawevesisccsnes 375.00 
7-1-35 Int. oncash bal....... *5 36 
9-1-35 Int. $1,500S.S. 4’s.... 30.00 
1-1-36 Int.oncashbal........ *9.98 
1-1-36 Sinking-fund req. 1935 15,000.00 
1-1-36 Int. $16,000A. & P. 4's. 320.00 
1-1-36 Int. $15,000 North Co. 
LL eee eae ee 375.00 
3-1-36 Int. $1,500S.S.4’s.... 30.00 
4-1-36 Sale $10,000A.& P.’s8& 
AN ee nee ere 10,500.00 4- 1-36 Balance............ 10,612.30 
$43,364.52 $43,364.52 


* 2% on monthly balances. 
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Sinking-fund reserve—cash in hands of trustee 


See credits to account—"'W. T. See debits to account—*W. T. 
Co., trustee sinking fund— Co., trustee sinking fund— 
cash” . re rE eer ee we ‘$02,752.22 COM aps sk aes SieeN es ox eee $43,364.52 
4-1-36 Balance ; e 10,612.30 
$43,364.52 $43,364.52 


Western Trust Co., trustee sinking fund—securities 




















3-1-33 $16,000A.& P. 4's @90 $14,400.00 4-1-36 $10,000A.& P.’s @ 90. $ 9,000.00 
1-5-34 $15,000 North Co. 5’'s.. 15,000.00 
2-1-35 $1,500S.S. 4’s@106.. 1,590.00 O-1-56' Balance’... ois siccscws 21,990.00 
$30,990.00 $30,990.00 
Sinking-fund reserve—cost of investment securities 
See credits to account—W. T. See debits to account—'‘'W. T. 
Co., trustee sinking fund—se- Co., trustee sinking fund—se- 
ERIE oo c.c oc ara cls ap a erecta $ 9,000.00 NO 55 ERRORS .. $30,990.00 
4-11-36 Balance: 0.2.60 5085 21,990.00 
$30,990.00 $30,990.00 
Interest accrued on securities held by sinking fund 
Interest collected: 
3—- 1-33 $16,000 A. & P.—1-1 to 
WOR ha Wad Ske sens eae $106.67 7-1-33 $16,000 A. & P......... $320.00 
3-1 to 1-1-34 $16,000A.& P......... 320.00 
6-30-33 $16,000A.& P.—4 mos. 213.33 7-1-34 $16,000 A.& P.... : 320.00 
7-1 to 1-1-35 $16,000 A.& P.... . 320.00 
12-31-33 $16,000 A. & P.—6 mos. 320.00 3-1-3585 $1,500S.S........ ‘ 30.00 
1-1 to 7-1-35 $16,000A.&P.... ; 320.00 
6-30-34 $16,000 A. & P.—6 mos. 320.00 7-1-35 $15,000 North Co.. 375.00 
7-1 to 9-1-35 $1,500S.S........ ets 30.00 
12-31-34 $16,000 A. & P.—6 mos. 320.00 1-1-36 $16,000 A. & P.... a 320.00 
1-31-35 $16,000 A. & P.—1 mo. 53.33 1-1-36 $15,000 North Co.. of 375.00 
$15,000 North Co.—1 3-1-26 $1,500S.S........ : 30.00 
RR? echo Seneca cies 62.50 4-1-36 Accrued 1-1 to 3-31 
2- 1-35 $1,500 S. S.—9-1-34 to $10,000 A. & P.’s sold 
Ta): a ae 25.00 DY Cathe... 6akcccccs 100.00 
2-1 to 
6-30-35 $16,000 A. & P.—5 mos. 266.67 
$15,000 North Co.—5 
ie cit hen Rees 312.50 
$1,500 S. S.—5 mos.... 25.00 
7-1 to 
12-31-35 Int. on above bonds—6 
NN ais cro ee ares 725.00 
1—1 to 
3-31-36 Int. on above bonds—3 
er 362.50 ees, A rere 252.50 
$3,112.50 $3,112.50 
Sinking-fund reserve—unmatured interest accrued 
See credits to account—" Interest See debits to account—"“ Interest 
accrued on securities held by accrued on securities held by 
gukingTund” 6. ccc cc escsc S2E6C00 SMRINGIONG” ... 66s ckeussas $3,112.50 
4-1-36 Balance............ zt? 283.05 Interest paid on bonds retired. . . 30.55 
$3,143.05 $3,143.05 
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Sinking-fund Accounting 








Income applied to sinking fund 


12-31-32 Sinking-fund req. 1932 12-31-34 To cancel debit en- 
$1,250 per mo... . . *$15,000.00 try (deficit certifi- 
3-1 to cate filed with 
6-30-33 $16,000 A. & P.— int. Crastee) ..65 sce es $15,000.00 
WW hk Sedees 213.33 
7-- 1-33 Int. on cash balances 
with trustee...... $3.29 
7-1 to 
12-31-33 $16,000 A. & P.— int. 
er eee 320.00 
12-31-33 Sinking-fund req. 1933 *15,000.00 
1— 1-34 Int. oncash balances. 8.67 
1-1 to 
6-30-34 $16,000 A. & P.—int. 
eae erareege 320.00 
7— 1-34 Int. oncash balances. 11.95 
7-1 to 
12-31-34 $16,000 A. & P.—int. 
Ws 66.508 6 dess 320.00 
12-31-34 Sinking-fund req. 1934 *15,000.00 
i— 1-35 Int.oncash balances. 15.27 
1-31-35 $16,000 A. & P.— int. 
fe ere 53.33 
$15,000 North Co.— 
ae ee 62.50 
2-1 to 
6-30-35 $16,000 A. & P.—int. 
Wags success 266.67 
$15,000 North Co.— 
int. 5 Moe. . 065s 312.50 
$1,500 S. S—int. 5 
We eS Stew ances 25.00 
7- 1-35 Int. oncash balances. 5.36 
7-1 to 
12-31-35 Accrued int. on above 
bonds—6 mos..... 725.00 
12-31-35 Sinking-fund req. 1935 *15,000.00 
1- 1-36 Int. oncash balances. 9.98 
1-1 to 
3-31-36 Accrued int. on above 
bonds—3 mos..... 362.50 
1-1 to 
3-31-36 3 mos. accrued sink- 
ing-fundreq....... *3,750.00 4- 1-36 Balance cscewae SEMRSS 
$66,835.35 $66,835.35 


* See credits to account ‘“‘sinking-fund reserve—unmatured requirements accrued.” 





Income from sinking fund 


See debits to account—‘“In- 
come applied tosinkingfund”’: 


Accrued int. items......... $ 2,980.83 
4— 1-36 Balance............ $ 3,085.35 Int. on cash balance items... . 104.52 
$ 3,085.35 $ 3,085.35 
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Sinking-fund reserve—unmatured requirements accrued 


1- 1-33 Trf'd to ‘‘sinking- See debits to account—‘“‘ Income 
fund res.—cash in applied to sinking fund (en- 
hands of trustee"’.. $15,000.00 tries designated).......... $63,750.00 


1- 1-34 Trf'd to ‘‘sinking- 

fund res.—matured 

req. in general funds 

of company”’..... 15,000.00 
12-31-34 Debit per contra ac- 

count ‘“‘income ap- 

plied to sinking 

fund "’ cancellingac- 

ROS cane cues 15,000.00 
1- 1-36 Trf'd to “sinking-fund 

res.—cash in hands 





of trustee"’..... . 15,000.00 
@= 1-36 BOWE ..6 ccc cccicss 3,750.00 
$63,750.00 $63,750.00 








Sinking-fund reserve—matured requirements in general funds of company 


1- 5-34 $15,000 North Co. 1- 1-34 Trf'd from “sinking- 
bonds delivered to fund reserve—un- 
trustee.......... $15,000.00 matured req. ac- 

CE iv. cou bs ex $15,000.00 











Surplus applied to sinking fund 
4- 1-36 Profit on sale $10,000 
A. & P. 4's @ 104 
CGONE 9G) ca knscce $ 1,400.00 4 1-36 Balance........0.0. $ 1,400.00 








The North Company first mortgage bonds reacquired for sinking fund 


10— 1-33 $9,000 @ 102....... $ 9,180.00 1— 5-34 Delivery $15,000 bonds 
11— 1-33 $5,000 @103....... 5,150.00 to trustee........ $15,000.00 
12- 1-33 $1,000@104....... 1,040.00 1- 5-34 Adj. to par $15,000 
eer cre 370.00 
$15,370.00 $15,370.00 








The North Company first mortgage bonds retired through sinking fund 


1-10-36 $8,000 @103....... $ 8,240.00 

1-15-36 $4,000 @ 104....... 4,160.00 

4- 1-36 Balance.........6.05 $16,600.00 1-20-36 $4,000 @10S....... 4,200.00 
$16,600.00 $16,600.00 








The North Company first mortgage bonds 
1-10-36 $8,000 redeemed and 1- 1-28 Bondsissued....... $200,000.00 
cancelled.........$ 8,000.00 
1-15-36 $4,000 redeemed and 


CONCOIOS . 00000 4,000.00 
1-20-36 $4,000 redeemed and 
eancelled......... 4,000.00 
€— 1-96 “DRIES... 6c. ciecccs 184,000.00 
$200,000.00 $200,000.00 
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Interest on The North Company first mortgage bonds 








1-1 to 12-31-28 Trf'd to profit-and- 
12-31-28 $200,000—5%...... $10,000.00 WG eo cntecees $10,000.00 

1929 ey arr rt 10,000.00 1929 Trf'd to profit-and- 
1930 ~~ Sawer 10,000.00 Re 10,000.00 

1931 Fe xeate 10,000.00 1930 Trf'd to profit-and- 
ee 10,000.00 Ma. ceccetces 10,000.00 

1933 . SO greta 10,000.00 1931 Trf'd to profit-and- 
1-1 to eT ee 10,000.00 

6-30-34 i BP oye 5,000.00 1932 Trf'd to profit-and- 
7-1 to Wi cicceuewnws 10,000.00 

12-31-34 Se Abrerereee 5,000.00 1933 Trf'd to profit-and- 
1-1 to EP oe ree 10,000.00 

12-31-35 = reser 10,000.00 1934 Trf'd to profit-and- 
1-1 to Meivetoustons 10,000.00 

3-31-36 $184,000 ‘“* (in- 1935 Trf'd to profit-and- 
cluding $30.55 paid on LOM. ccccccscss «69S 
DOMES SOUIEE) oo sccccecess 2,330.55 4- 1-36 Balance........... 2,330.55 
$82,330.55 $82,330.55 

Unmatured interest accrued on The North Company first mortgage bonds 
Trf'd to account—‘ Interest See debits to account—"“In- 


matured unpaid on The North 


terest on The North Co. 








Co. first mortgage bonds’’— first mortgage bonds"’..... $82,330.55 
July 1, 1928—-Dec. 31,1935,inc. $80,000.00 
4-1-36 Balance............. 2,330.55 

$82,330.55 $82,330.55 

Interest matured unpaid on The North Company first mortgage bonds 

See credits to account—“‘Cash"’ $80,000.00 7-1-28 Int. $200,000—5%.. $ 5,000.00 

1-1-29 “ sis = 5,000.00 

7-1-29 “ is + 5,000.00 

1-1-30 “ _ oie 5,000.00 

7-1-30 “ Ks euler" 5,000.00 

1-1-31 “ ‘i 5,000.00 

7-1-31 5,000.00 

1-1-32 ; - 5,000.00 

7-1-32 ‘ ‘ ms 5,000.00 

1-1-33 : = - 5,000.00 

7-1-33 - = sis 5,000.00 

1 oF ; 375.00 

lal tae 

7-1-34 “ es - 5,000.00 

1-1-35 . 5,000.00 

7-1-35 : = 5,000.00 

1-1-36 “ . $,000.00 

$80,000.00 $80,000.00 
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Unextinguished discount on bonds 


1— 1-28 Discount on $200,000 Jan. 1 to Dec. 31— 
bonds sold @ 99. § 2,000.00 1928—Proportion chg'd off $ 100.00 
1929— x ° - 100.00 
1930— a “s sic 100.00 
1931— ao = i 100.00 
1932— = a 100.00 
1933— s zy - 100.00 
1934— = 100.00 
1935— = = . 100.00 
Adj. on bonds redeemed and 
cancelled: 
1-10-36 $8,000—12 yrs. .. 48.00 
1-15-36 $4,000—“" “ .. 24.00 
1-20-36 $4,000—““ “ .. 24.00 


Proportion chg'd off on 
$184,000 bonds outstand- 





ing: 
oo ee Pee ee 7.67 
PRs 5/5 e675. ee Siereee 7.66 
PS trae Wk nome wiete we 7.67 
4— 1-36 Balance......... 1,081.00 
$ 2,000.00 $ 2,000.00 
Interest on The North Company first mortgage bonds reacquired— 
accrued but not due 
10- 1-33 $ 9,000— 7-1to 10-1 $112.50 1— 1-34 Collection interest $ 375.00 
10-31-33 $ 9,000—10-1 to 10-31 31.50 
11-— 1-33 $ 5,000— 7-1 to 11- 1 83.33 
11-30-33 $14,000—11-1 to 11-30 58.34 
12~ 1-33 $ 1,000— 7-1 to 12-1 20.83 
12-31-33 $15,000—12-1 to 12-31 62.50 4— 1-36 Balance.......... 30.55 
1-10-36 $ 8,000— 1-1 to 1-10 st ee | 
1-15-36 $ 4,000— 1-1 to 1-15 8.33 
1-20-36 $ 4,000— 1-1 to 1-20 11.11 
$ 405.55 $ 405.55 
Income from securities reacquired 
12-31-33 Trf'd to  profit-and- 10-31-33 $ 9,000 North Co. $ 37.50 
loss ae. 158.34 11-30-33 $14,000 ** . 58.34 
12-31-33 $15,000 ‘* sa 62.50 
$ 158.34 $ 158.34 





Sinking-fund Accounting 








Cash 
Payment interest: 
1-1-28 Sale of $200,000 bonds 7-1-28 $200,000 bonds.... $ 5,000.00 
ig RR ee ae $198,000.00 1—1-29 o ae 5,000.00 
1-1-34 Collection of interest 7-1-29 ~ we 5,000.00 
per contra entry... 375.00 1—1-—30 it ates 5,000.00 
7-1-30 bs =" eee 5,000.00 
1-1-31 = me Ne 5,000.00 
7-1-31 ~ eS aa 5,000.00 
1-1-32 = oar Ne 5,000.00 
7-1-32 " amor 5,000.00 
1-1-33 ey a eka 5,000.00 
1-1-33 Sinking-fund paym’t 
to trustee........ 15,000.00 
7-1-33 Paym't interest 
$200,000 bonds. . 5,000.00 
10-1-33 Purchase of $9,000 
North Co. bonds 
reacquired & ac- 
crued interest... 9,292.50 
11-1-33 Purchase of $5,000 
re 5,233.33 
12-1-33 Purchase of $1,000 
WS oa cineeece 1,060.83 
Payment interest: 
1-1-34 $15,000 North Co. 
bonds reacquired.. 375.00 
1-1-34 $185,000 bonds.... 4,625.00 
7-1-34 $200,000 ‘“ ame 5,000.00 
1-1-35 = aa oe 5,000.00 
7-1-35 - ee 5,000.00 
1-1-36 _ © ees $5,000.00 
1-1-36 Sinking-fund paym’t 
OS CFUNNORs ccc ccs 15,000.40 
4-1-36 Balance........... 72,788.34 
$198,375.00 $198,375.00 
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Profit-and-loss 











Debits per contra account—"“ In- 12-31-33 Int. on securities re- 
terest on The North Co. first SCquived ... 6.0 00% $ 158.34 
mortgage bonds” 1-1-28 to 
| CE emer. 
Unextinguished discount on 
$200,000 bonds 1928-1935, inc. 800.00 
Adj. discount on $16,000 bonds 4- 1-36 Profit on $10,000 
redeemed and cancelled..... 96.00 A. & P.'s sold @ 
1- 1-34 Adj. to par $15,000 104 (cost 90)..... 1,400.00 
bonds reacquired... 370.00 4- 1-36 Balance........... 80,330.66 
1-10-36 Adj. to par $8,000 
bonds @ 103 re- 
deemed and can- 
MEG 6:5 Uae p teks 240.00 
1-15-36 Adj. to par $4,000 
bonds @ 104...... 160.00 
1-20-36 Adj. to par $4,000 
bonds @ 105....... 200.00 
Unextinguished discount on 
$184,000 bonds 1-1 to 3-31-36. 23.00 
$81,889.00 $81,889.00 
Trial balance—April 1, 1936 
Debit Credit 
Western Trust Co., trustee sinking fund—cash.............0206 $ 10,612.30 
Sinking-fund reserve—cash in hands of trustee.................. $ 10,612.30 
Western Trust Co., sinking fund—securities.................... 21,990.00 
Sinking-fund reserve—cost of investment securities............... 21,990.00 
Interest accrued on securities held by sinkingfund................ 252.50 
Sinking-fund reserve—unmatured interest accrued............... 283.05 
eg ed: ee erat $1,835.35 
INGOME THOM GEIS TUNE 5 6.6.55 bis sk civ ccescee Sea ah eg. aaa 3,085.35 
Sinking-fund reserve—unmatured requirements accrued.......... 3,750.00 
Sinking-fund reserve—matured requirements in general funds of 
RUN sco fara in ina ns esses ve avo. 10,1 pid: wi loco relorerere @alwisiee aise 
SUTPRUO HGNC C0 MNTINE TOE 650i isicsceidcciccorscessceeasees 1,400.00 
The North Company first mortgage bonds reacquired for sinking 
HNMR Farsi Wraiatw wis Wiaeisla vans Gute ie ialne Oboe Genin os ReRiesieg walaceaees 
The North Company first mortgage bonds retired through sinking 
WOMEN ooo aire n.d pase heal ore ieee Sear nniSars wis SiS E SSNS RG Ss SISO SOS 16,600.00 
The North Company first mortgage bonds..................00. 184,000.00 
Interest on North Company first mortgage bonds................ 2,330.55 
Unmatured interest accrued on North Company first mortgage 
SOMO 6 kidia) aia isla iid dow Seles Oe mSis ae RN DE AS eA we Oen eee ewies 2,330.55 
Interest matured unpaid on North Company first mortgage bonds.. . 
Unextinguished discount on bonds... ........cccececscecccrees 1,081.00 
Interest on North Company first mortgage bonds reacquired— 
MERRIE REI os) crnca aia bch Ko sie ok nla mye sles ace wbelesie ae sale 
Income from securities reacquired ......... ccc cc ccccceccsccece 30.55 
RUNNER aca’) cers sina oie aa kiero reiaig ren sisrareaie BOA os Sisk ajan eerste ak ee 72,788.34 
NIN 5 2, csp! ss arctatclatigra'cin ar adale Gaels dha tele in as RAO SOME 80,330.66 
$242,651.25 $242,651.25 
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Waybilling and Accounting for Motor Freight 
Carriers 


By Net J. RAINs 


In devising a system of billing and accounting for motor freight 
carriers the first rule to be observed is that the business of the 
carrier must not be made to fit a system, but a system must be 
provided to fit the business and operations of the carrier. 

Regulatory commissions require that an accounting system 
afford compliance with the rules and regulations promulgated 
with a uniform classification of accounts as well as rules governing 
the reporting of statistics. However, the rules and regulations of 
regulatory bodies do not set forth the mechanics of any particular 
system or method of billing and accounting to be used. It is 
required that a complete record be maintained covering every 
shipment handled and that there be a complete accounting 
covering all assets and liabilities and any changes. Freight- 
transportation accounting involves specialized methods, due to 
the very nature of freight-transportation service. 

There are many methods of accounting that might be used, but 
it seems important that any system devised should be simple and 
easy to install and use. It must, however, be complete and 
susceptible of audit. The method here outlined is submitted 
with the thought of providing a system which will require as few 
forms and operations as possible yet afford a complete method of 
billing and accounting for freight shipments handled by motor 
freight carriers. This outline covers billing methods and the 
accounting for the accounts of agents and drivers as well as sug- 
gestions for the handling of the general accounts. The initial 
billing and agency records and other records of original entry are 
important, because they are the basis for all entries in the general 
accounts. 

Many motor freight carriers, especially the smaller operators, 
do not maintain freight or local agents or freight depots. They 
simply transport shipments from store-door to store-door, and in 
such cases the truck driver usually collects the revenue whether 
the charges are prepaid or collect. Other motor carriers maintain 
freight depots and afford local pick-up and delivery service and 
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use the services of a freight-agent at such points. It will there- 
fore be seen that we may classify motor freight carriers into two 
general classes, viz.: (1) those that maintain freight stations and 
agents and (2) those that operate exclusively from store-door to 
store-door. 

The accounting methods for those in the second class are com- 
paratively simple. The use of a combination waybill, consignee’s 
freight bill and shipper’s receipt and a driver’s trip report will 
supply ample information for a complete record as to billing and 
accounting for freight shipments. 

Carriers which maintain freight stations and agents will, how- 
ever, also serve points at which there is no agent. The trucks in 
such cases make delivery or pick-up at store-door. It is, there- 
fore, apparent that a proper accounting for all shipments involves 
both drivers and agents. 

A number of motor carriers may use the same freight depot, 
which is usually a separately operated entity. Such freight 
depots render a pick-up and delivery service for the benefit of all 
carriers utilizing such facilities. In such cases the freight depots 
so operated serve in the same capacity as an agent directly em- 
ployed by a carrier. The agents’ reports and accounts here 
outlined are to be prepared on behalf of each carrier by the oper- 
ators of such freight depots exactly as would an agent directly 
employed by a carrier. 

In order to present clearly the method contemplated by this 
system, forms are appended, designated and explained as 
follows: 


Form W/B—Waybill, consignee’s freight bill and shipper’s 


receipt. 
Form T —Driver’s trip report. 
Form A —Agent’s daily report. 
Form B  —Abstract of shipments received. 
Form C  —Abstract of shipments forwarded. 
Form D —C.O.D. shipments and remittances. 


Form E —wUncollected bills. 


WAYBILL, CONSIGNEE’S FREIGHT BILL AND SHIPPER’S RECEIPT 
(Form W/B) 

Upon tender of a shipment to a carrier by a shipper, form W/B 

is to be filled out in quadruplicate. In the absence of any through 

billing arrangements between motor carriers, it will be necessary 
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in cases where a shipment must be handled by more than one 
carrier to transfer such shipment at the junction point and settle 
the charges by junction settlement between the carriers involved. 
The carrier tendering such shipment at a junction point should 
deliver to the receiving carrier a regular consignee’s freight bill, 
upon which should be shown all the necessary information regard- 
ing the shipment. At the same time the receiving carrier should 
receipt for such shipment to the delivering carrier upon the proper 
form of the delivering carrier, which under this system would be 
the original waybill. 

This method of billing produces in one operation the following 
individual documents: 


(1) Original copy is the carrier’s waybill. 

(2) Duplicate copy is the consignee’s freight bill. 

(3) Triplicate copy is the shipper’s receipt. 

(4) Quadruplicate copy is for the driver’s or the agent’s 
record. 


The original and duplicate copies travel with the shipment to 
destination or junction point. Upon delivery of a shipment the 
consignee (or a connecting carrier) signs the receipt provided on 
the waybill. At the same time the duplicate copy or consignee’s 
freight bill is delivered to the consignee (or connecting carrier) 
and a receipt for the amount of the charges collected is provided 
on the form. 

The triplicate copy is given to the shipper. In cases where 
shippers request a formal bill of lading, the shipper’s receipt may 
be exchanged for such formal bill of lading, but it is the intent of 
this system to afford a complete method of receipting for freight 
shipments and waybilling them in one operation. Normally this 
method will be sufficient. 

In billing a shipment on form W/B, the weight, rate and 
charges applicable to the various articles are shown, and, if the 
shipment was received from a connecting carrier, the amount of 
any charges advanced to such connecting carrier are shown in the 
space provided for this purpose. The amount of such advances 
is added to the carrier’s own charges and the total is the amount 
to be collected at destination, if the shipment was not prepaid. 
However, if the shipment was prepaid, the amount of prepayment 
collected should be shown on the line provided for ‘“‘amount 
prepaid.”’ Ifthe amount of prepayment is not sufficient to cover 
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the total charges, the remainder is to be shown as ‘‘total charges 
to collect.”’ 

In the case of a fully prepaid shipment which is destined beyond 
the route of a carrier, the amount of the prepayment will exceed 
the carrier's own charges (and advances). In such cases the 
amount of the prepayment in excess of carrier’s charges will be 
shown on the last line as ‘‘prepaid beyond.’’ The amount 
‘‘prepaid beyond”’ is, of course, the amount to be paid to the 
connecting carrier at the junction point, either by the delivering 
truck driver or by the agent, if arrangements are made for 
settlement for such shipments by the agent. At the time of 
issuing the waybill and shipper’s receipt, the amounts of any 
prepaid charges are to be receipted for in the space provided on 
form W/B. 

It will be noted that provision is made on the waybill to 
show the point at which the shipment is to be delivered for 
transfer to a connecting carrier in case the final destination as 
shown by the address of the consignee is beyond the route of the 
carrier. 

Space is also provided on the waybill for the driver to show the 
number of his truck, the date and his name. Space is also pro- 
vided in which to show the distance the shipment is hauled. 
This information is important in the compilation of statistical 
data. It is suggested that a distance table should be prepared 
showing the mileage between all points on a carrier’s route 
or routes so that the proper mileage may be inserted on each 
waybill. Also all points may be designated by a code number 
which shall be the distance of each point from a given basic 
point. 

Waybills should be numbered consecutively at each point of 
billing, beginning with 1 the first day of each month. 

Space is provided on the waybill to show the amount of any 
C.O.D. collection to be made. When signing the consignee’s 
freight bill the driver or agent should receipt for the ‘‘total 
charges to collect’’ plus the amount of the C.O.D. and the fee 
thereon. 

Truck drivers should be provided with a supply of form W/B to 
be used in the case of shipments picked up along a route. A sep- 
arate series of billing numbers can be assigned to each driver or, if 
desired, a letter can be prefixed to such numbers for each driver. 
Such waybills are to be accounted for on the driver’s trip report 
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and the quadruplicate copy of form W/B is to be attached to such 
trip report when forwarded to the general accounting office. 


DRIVER’s TRIP REPorT (ForM T) 


Form “T”’ is provided to show, in as compact a way as possible, 
a record of each one-way trip made by each truck and driver. 
Carriers should designate all trucks by number in order properly 
to identify them in making this report. 

Space is provided for the driver to show the amount of cash 
paid out. Of course, such payments should be supported by 
proper receipts. Also space is provided for a summary of the 
cash to be accounted for and remitted by the driver. 

All waybills delivered at the point of billing to a driver must be 
entered on the driver’s trip report showing the waybill number, 
the distance hauled, the weight in pounds, the amount of the 
charges collected by the driver and the amount of the charges on 
shipments delivered by the driver to an agent or a freight depot. 
Two entries should be made for C.O.D. shipments—one to show 
the amount of the freight charges and one the amount of any 
C.0.D. 

Upon return of the driver to headquarters or to the point 
where he may make settlement, he will remit and settle for the 
total amount of the charges collected less the total amount of 
cash paid out. If any working funds are advanced to a driver the 
amounts are also considered at the time of making the settlement 
as shown by the “‘cash account”’ on form T. 

Drivers can also make settlement with any agent of the 
carrier, and the agent in turn will account for the net amount 
of settlements on his daily report. (See agent’s daily report— 
form A.) 

A column is provided on the driver’s trip report, designated 
‘shipments delivered to agent.’’ The purpose of this column is 
to show the waybills and shipments which may be delivered at 
any point where the carrier maintains a freight depot and an 
agent who will ultimately make delivery of the shipments and 
collect the charges. 

The driver must show on his report all waybills handled, 
whether charges are collect or prepaid, in order that the total 
tonnage handled and the distance hauled may be correctly com- 
puted. Shipments which are fully prepaid or involve “ prepaid 
beyond” are to be listed, but the driver will show in either of the 
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last two columns the notation 
amount. 


‘paid” instead of entering any 


AGENTs’ DAILY REPoRT (ForM A) 


A daily system of reporting is provided for the agents of carriers 
who maintain freight stations at any given points. The agents’ 
daily report is supported by subsidiary reports as follows: 


Form B—Abstract of shipments received. 
Form C—Abstract of shipments forwarded. 
Form D—C.O.D. shipments and remittances. 
Form E—Uncollected bills. 


These subsidiary reports are compiled daily for all shipments 
received and forwarded each day and the totals of such reports 
are carried to the agents’ daily report (form A). 

Drivers’ settlements made to agents are accounted for on the 
agents’ daily report. 

If the agent is authorized to make any disbursements, they are 
shown on this report and should be supported by proper receipts. 

C.O.D. collections should be deposited in a special separate 
bank account daily by the agent, and the agent should be author- 
ized to issue cheques on such bank account in order to remit the 
amount of the C.O.D. which was collected for the account of the 
shipper or as shown on the waybill. 

All other funds should be deposited in a separate bank account 
by the agent to the credit of the carrier and a duplicate deposit 
slip covering each deposit, as shown on the agents’ daily report, 
should be attached to such report. Withdrawals, however, from 
a bank account should be made only by the proper officers of the 
carrier. 

The effect of forms B, C and D is to charge the agent with all 
waybills and funds for which he is to make an accounting. 
Freight on hand, short or undelivered, as well as any other 
collections outstanding will be accounted for as ‘uncollected 
bills.” 

After accounting for all uncollected items on form E the ‘‘bal- 
ance due company,”’ as shown by the agents’ daily report, will 
normally reflect the total of the cash on hand plus the amount of 
cash in the special C.O.D. bank account. 

The “balance due company” at the close of each report is 
carried forward to the report for the succeeding day. 
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ABSTRACT OF SHIPMENTS RECEIVED (ForM B) 


Form ‘B”’ issimple. It is merely a list of all waybills received 
by the agent from drivers during the day. The net amounts of 
the charges to be collected on each waybill are shown in the 
“total to collect” column. If any waybills are received destined 
for delivery to a connecting carrier, which involve prepayment to 
such connecting carrier, then this prepayment should be shown in 
the column headed ‘prepaid beyond.’’ The totals of these two 
columns are carried to form A, and it will be noted that the agent 
is charged with the ‘‘ total to collect” and is credited with the total 
amount “prepaid beyond.” The original waybills are to be 
attached to this daily abstract and forwarded to the general 
accounting department of the carrier. 


ABSTRACT OF SHIPMENTS FORWARDED (FoRM C) 


Form ‘“C”’ is a list of all waybills issued each day by an agent, 
covering shipments forwarded from his station. The total 
amounts of prepayment collected and the amount of ‘‘advances”’ 
to connecting carriers are carried toform A. It will be noted that 
the agent is charged with the amount of prepayment collected 
and is credited with the amount of any ‘‘advances”’ paid to 
connecting carriers. 

The amount of the carrier’s own charges are not carried to 
form A, as the amount of such charges will be accounted for by a 
destination agent or by a delivering driver. 


C.0.D. SHIPMENTS AND REMITTANCES (ForM D) 


Waybills received by an agent, which involve C.O.D. collec- 
tions, are entered on form B to account for the freight charges on 
such shipments, but the amount of a C.O.D. is not entered on 
form B but is to be entered on form ‘“‘D.’”’ The C.O.D. fee is also 
shown on form D. Also there will be shown on form D a record 
of the cheques drawn by the agent on the special C.O.D. bank 
account covering remittances made to shippers for C.O.D. 
collections. 

The total amounts of the C.O.D. shipments and the C.O.D. fees 
are charged to the agent on form A, while C.O.D. remittances are 
credited to the agent on form A. Uncollected C.O.D. items are 
to be shown on form ‘‘E”’ while outstanding and uncollected, but 
when collected and deposited and remitted they are thus cleared. 
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UNCOLLECTED BILLs (Form E) 


Credit arrangements with consignees and shipments unde- 
livered or short will create outstanding and unpaid items which 
will be accounted for on form ‘‘E”’ until paid or cleared. 

Unpaid items which are due connecting carriers on junction 
settlement, if not otherwise accounted for, should be listed and 
deducted from the total amount of uncollected bills. Other 
liabilities may be handled in the same manner. 


ACCOUNTING FOR DRIVERS’ TRIP REPORTS 


As previously stated, it is a comparatively simple matter to 
obtain an accounting in the case of carriers that do not maintain 
local agents and operate directly from store-door to store-door. 
Such carriers would only require the use of two forms, viz.: (1) the 
combined waybills and freight bill and (2) the driver’s trip 
report. The other forms outlined here would not be necessary. 
They are to be used only by agents at stations where freight is de- 
livered by drivers for later local distribution. 

The use of only the two above-mentioned forms, however, 
would mean that drivers must be trained in the proper use of such 
forms. In all probability a complete schooling would be required 
to train drivers in the use of tariffs and classifications, for it will be 
necessary that they be able to waybill shipments received and 
delivered at points along a route. 

If the operations of a carrier are conducted without involving 
the use of agents’ accounts, the accounting for the carrier will be 
entirely based upon the drivers’ trip reports and the waybills. 
The drivers’ trip reports when turned in by the drivers can be 
summarized and a proper journal entry prepared for entry on the 
general books of the carrier. All waybills handled on each trip 
should be turned in with the accompanying trip report. 


AupItT oF AGENTS’ AND DRIVERS’ ACCOUNTS 


A careful analysis of this system of billing and accounting for 
agents and drivers’ accounts will show that it affords a complete 
control over all agents and drivers. For instance, all shipments 
delivered to a driver can be checked from the memorandum copies 
of waybills and from the reports of waybills forwarded, and in turn 
the shipments delivered by a driver to an agent can be readily 
traced and checked. Alsoall shipments forwarded can be checked 
against all shipments received by simply checking all forms B 
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against all forms C. In this manner every shipment is accounted 
for and the method of handling C.0.D. shipments allows a com- 
plete record of all C.O.D. collections and remittances and pro- 
vides a system that is susceptible of easy audit and verification. 

The general accounting department of a motor freight carrier, 
after completing the necessary audit of these reports, simply sum- 
marizes once a month the agents’ daily reports and prepares from 
such summary a proper journal entry to be taken into the general 
accounts of the carrier. Likewise drivers’ trip reports, other than 
those settled by agents, can be summarized and a suitable journal 
entry can be prepared. 

All these reports should be neatly bound for each month and 
carefully filed for future reference or audit. Waybills should be 
assorted for each month according to the issuing station and in 
numerical order and then be permanently bound. 

All waybills should be carefully checked and revised as to rates 
and extensions in the accounting department and any under- 
charges discovered should be certified by special debit to the 
destination agent for collection or otherwise placed in a proper 
channel for collection. Overcharges discovered should be prop- 
erly recorded and refunds made. 

Suitable instructions should be given to all drivers and agents 
regarding the placing of proper notations on all waybills and 
freight bills relative to any loss of or damage to freight shipments. 
Claims filed with a carrier for loss and damage should be recorded 
and numbered, and each claim number should be posted on the 
original waybill. Reference to the waybill in such cases will 
disclose whether or not a notation exists as to any loss or damage 
and thus will afford a verification of the claim. 

This system will enable the general accounting department of a 
motor carrier to compile adequate and proper statistical data such 
as the number of tons handled, the distance hauled, number of 
ton-miles, revenue, revenue per ton, revenue per ton-mile and the 
revenue per mile of route operated. 

The drivers’ trip reports can also be made the subject of a very 
interesting study of the cost of operation on the basis of the 
number of tons handled, miles and hours operated, etc. 


GENERAL ACCOUNTS 


Since the compilation of basic information is most important, 
the procedure has been dealt with in great detail, but it is not 
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necessary to elaborate any particular method for the handling of 
the general accounts. 

Every bookkeeper has his own idea of how to handle general 
accounts. Some prefer, in addition to the general ledger, a sepa- 
rate cashbook and a separate journal. Others prefer a combina- 
tion record, such as a cash-journal; some may prefer the use of a 
voucher system. The choice of such a system is largely depend- 
ent upon the particular conditions of each individual carrier. 

However, it might be suggested that the simplest method would 
involve the use of only a general ledger and a cash-journal. The 
general ledger would contain accounts covering all assets, liabili- 
ties, revenues and expenses. These accounts would be posted 
from the cash-journal and, at the close of each month, a trial bal- 
ance would be prepared from the balances as shown by the ac- 
counts in the general ledger. From such trial-balance, a balance- 
sheet and income statement can readily be prepared. 

The cash-journal should preferably be a multi-columnar book 
with columns provided for the necessary accounts. This record 
should be written up chronologically. All bank deposits as 
shown by the duplicate deposit slips attached to the agents’ daily 
reports should be written up daily and all cheques issued should be 
recorded daily. At the close of the month suitable journal-entries 
should be made of the summaries of agents’ daily reports and 
drivers’ trip reports as previously explained. The totals of the 
columns should be posted to the proper accounts in the general 
ledger at the close of the month. 

The appended forms are suggestive of the general form to be 
used in each case under this system, but they can be changed to 
conform to any other size and the spacing and printing can also be 
modified if desired. 

To some critics the system of waybilling and accounting as here 
outlined may appear complicated, but to one experienced in 
freight transportation service who understands the specialized 
nature of such service, it will be evident that this system is quite 
simple and relatively inexpensive yet entirely adequate for the 
purpose of affording the minimum information and _ records 
necessary to meet the requirements of regulatory agencies. 
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(NAME OF CARRIER) 


DRIVER'S TRIP REPORT 
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Form A 
AGENT’s DaILy REPORT 


CAtHEl 50k cs.weuneaden PRR io 2S eects Date 





Balance due company from last report 

Total to collect on waybills received (form B) 

Prepaid charges collected on shipments forwarded (form C) 
C.0.D.s received—(form D) 

C.0.D. fees—(form D) 

Drivers’ settlements (trip reports attached) 

Other debits 


Total debits 














CREDITS 








Advance charges paid to connecting carriers (form C) 
Prepaid charges on shipments del’d connecting carriers 
(form B) 
Other disbursements: 
Paid to for 


Remitted on account of C.0.D. shipments (form D) 
Deposited in bank (duplicate deposit slip attached) 
Uncollected bills (form E) 

Other credits 


Total credits 





Balance due company (total debits less total credits) 

















C.0.D. bank account balance §........... Correct: 


Cash on hand Be ataiKicavsee _ eeharr arrestee Agent 
Balance due company Se datweeed trodden eee eae Station 
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Form B 
ABSTRACT OF SHIPMENTS RECEIVED 
ROIs one Se. od chee ah ic ot cafe doce) a. a tpiun aterm ree em ianelote Ee eee ae ce err 
weer c tens oe.) eer rer 
Waybill Total to |Prepaid 
number From Weight Freight | Advances | Prepaid | collect |beyond 
Form C 
ABSTRACT OF SHIPMENTS FORWARDED 
RE i Gis cos SS aww cw wo ocd Sow wre rere bya ace eel reIaIe IIS TOE iia si aeisie WERK VAR O RROD WS 
APS eS S RR ee. TEES 
Waybill | 
number To Weight Freight Advances Prepaid 
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Form D 
C.0.D. SHIPMENTS AND REMITTANCES 
CORIOH Ss. d526 ar boat eo Sea PAG iekic access 
erated SURG oN oe SERN Sins a aati oo ree ata ee . Agent 
C.0.D. SHIPMENTS RECEIVED 
W/B Amount of} C.O.D. 
No. From Consignee C.O.D. fee 
C.0.D. REMITTANCES 
W/B Amount of Cheque 
No. From C.0:D. Remitted to No. 
Form E 
UNCOLLECTED BILLs 
ORE RG ss 555 yc. cr ce ele ne ee Date... 06.5% 
Seif Gisee: asta er eval aera SCION! koa: OGlarciiad tan ashaip ne Sn eee 
Waybill | Amount 
Due from number From uncollected 
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“Ye Olde Budget” 


By ANDREW S. MIHALIK 


‘Hear ye, hear ye, make way for the barons of the exchequer 
who are now assembling to audit the accounts of the sheriffs.’ 
The chancellor solemnly continued his mythical announcement. 
‘The semi-annual audit of the sheriffs’ accounts will now begin 
so that all loyal subjects of His Majesty, King Henry I, may enjoy 
full justice of person and equal justice of monies.” 

This quaint announcement was quite common in England at 
the turn of the twelfth century. At that time England was 
having what has been named in the twentieth century a ‘‘new 
deal.”” As if to match the alphabetical style of the twentieth 
century, King Henry consulted his aides and produced the CR 
and the CE. It was up to the CR (curia regis or king’s court) to 
see that justice was done in the realm according to the new liberal 
decrees of the king. The CE (chancellery of the exchequer) which 
was composed of a picked group of barons headed by a chancellor, 
saw that all taxes and fees of the sheriffs, the official tax collectors, 
were properly checked and approved. 


How OL tp Is OLDE? 


King Henry I, whose reign lasted from 1100 to 1135, differed 
from all his predecessors. His counsellors (jurists of curia regis) 
were all highly educated men, trained at the school of Laon, in 
France. Thus his administrative advisors curiously resembled 
the twentieth-century brain-trusters. With his characteristic 
native brilliance the king established order and a high degree of 
organization throughout his realm. He introduced a regular 
system of finance and justice. He championed the cause of the 
forgotten peasant and thus unconsciously instituted one of the 
first ‘‘new deals’’ in history. The people were thus given for the 
first time a voice in the affairs of government, which, with negli- 
gible interruptions, was to stand a test of eight centuries. Here, 
as history shows, the modern budget had its birth. 

The word “budget,” however, really goes back to early medi- 
eval France and to the days of the troubadours. These strolling 
players assigned to one of their members the task of handling 
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funds of the company which were kept in a leather bag (bougette). 
In time, the custodian was known as the budgeter. And, just as 
in the twentieth century, his popularity was uncertain. 

In subsequent centuries it became the practice of the king’s 
chancellor in England to appear before parliament with a docu- 
ment of proposed governmental finances, tucked away in a leather 
bag. It was probably from this association of the leather bag 
with the government’s control program that the latter began to be 
known as the ‘“‘budget,’’ from the French “‘ bougette.” 

While the term dates back to medizval times, the idea of con- 
trol by budgeting probably goes back to the beginning of history. 
We find that the Babylonians and Egyptians employed elaborate 
systems of control over their grains and money. The Romans 
used estimates of income and outgo to lay an ‘‘ability to pay” 
tax. 

Nevertheless, the modern budget idea, as instituted by Henry 
I of England, differs fundamentally from any system of fiscal 
control employed by the ancients. Nowhere in Babylonian, 
Egyptian, Grecian or Roman history is any evidence found tend- 
ing to show where the common man had a voice in affairs of 
the state—particularly in financial matters. We must, therefore, 
give the credit to that far-sighted monarch of the twelfth century 
for breaking with the past and allowing his subjects some degree of 
freedom to consider their prospective burdens. 

The encouragement given by Henry I to democracy was not in 
vain. A century later the people’s demands from King John at 
Runnimede established for all time that freedom of legislative 
procedure which later expressed itself in the modern budget. 
Parliamentary life became centered around an annual budget 
message from the executive. Approval or disapproval of that 
message developed into the e sence of modern democracy. 
Indeed, this concurrent development of the budget idea and of 
democracy became so commonplace that we have Gladstone in 
the nineteenth century exclaiming: “‘Budgets are not merely 
affairs of arithmetic, but in a thousand ways go to the roots of 
prosperity of individuals, the relation of classes and strength of 
kingdoms.” 

As if taking a cue from Gladstone, the modern budget experi- 
enced a magnificent development. In public life, the attention of 
scholars and legislators was focused upon estimates of the govern- 
ment’s fiscal program in advance. This was based upon its 
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expected receipts and expenditures. As the result, the science of 
governmental budgeting developed so remarkably that every 
leading country in the world employs it today. In the United 
States, each state in the union has fiscal budgetary control. This 
plan has also spread widely into municipal control. 

A characteristic development of the budget idea is found in the 
present-day family. Attention was first focused upon a plan of 
expending family or individual income mainly by two people: A 
Prussian, named Ernest Engel, who in 1857 laid down four laws of 
family expenditure, may have been the first to lay foundations for 
modern family budgets. Later, in 1899, Ellen H. Richards of 
the United States published The Cost of Living, the first attempt 
in this country at household budgeting. Today, educational 
institutions, banks, insurance companies and social agencies have 
issued many ‘“‘model” or ‘‘ideal’’ budgets for given incomes. 
These are used by far-sighted persons as a basis for planning their 
living standards in advance. 

Finally, the theory of budgeting invaded and conquered the 
business world. It is essentially a post-war development— 
nevertheless it goes back to Frederick W. Taylor, who de- 
veloped his time and motion studies about 1911. These studies 
enabled manufacturers and others to determine scientifically 
and beforehand what their estimated cost per article ought 
to be. 

However, it was not until 1922, when J. O. McKinsey pub- 
lished his Budgetary Control, that industrial budgeting really re- 
ceived its start. In 1931, according to a survey of budgetary 
control in manufacturing industry published by the National 
Industrial Conference Board, slightly more than half of the larg- 
est American industries employed such control. I venture to say 
that since 1931 the desire of business to keep itself solvent, and a 
desire to assure itself a profit, have boosted considerably the 
interest in budgeting. 

Industrial budgeting is based upon premises radically different 
from governmental budgeting. For one thing, revenue is not as 
certain and controllable in business as it is in government pro- 
grams. Then again the degree of expenditure of funds in business 
may determine future income. As an example, consider promo- 
tional work and advertising. This is not the case with govern- 
mental expenditure, where, as a rule, there is no possible relation- 
ship between expenses and income. 
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What is the meaning of the budget? Why is it so important as 
a measure of executive and management control? A reference to 
a few definitions will make that clear. 

In private industry the essential idea of the budget is to plan 
to coordinate the balancing of expenditures with income, while at 
the same time forecasting the expected business operations for a 
definite period of time. These are expressed in ‘‘numerical terms 
in accordance with accounting forms employed to record the 
operations of the business’ (National Industrial Conference 
Board, 1931). The primary purpose of every business organiza- 
tion is profit making. A budget, expressed in simple terms, is a 
scientific instrument designed to assure a profit to a well-managed 
business. It is the result of research applied to the profit factor. 
A further definition of the budget appropriates generously the 
scientific method by saying that ‘“‘ Budgeting may be described 
as an attempt to codrdinate the principles and procedures of cost 
accounting, industrial and management engineering and statistics 
for the purpose of measuring, recording and reporting currently 
all the operations of a business enterprise.’ (Edwin L. Theiss, 
‘Accounting and Budgeting,’’ Accounting Review, June, 1935.) 
The latter definition states more precisely what a modern indus- 
trial budget should do. 

In government, René Stowrm expresses an early conception of 
a public budget when he calls it a ‘“‘document containing a pre- 
liminary approved plan of public revenues and expenditures.”’ 
However, a little reflection on the ramifications of such a plan fails 
to reveal the real significance of the budget system, which is to 
provide an orderly administration of the financial affairs of the 
government. In actual practice, it involves an estimate of rev- 
enue and expenditure needs for a definite fiscal period, the ap- 
propriation acts, the accounts and, finally, a report. Further- 
more, with this plan is also included certain information about 
the past, present and even future operations of the government. 
It may even include whatever bills are required for legislative 
authorization of the budget. 

Thus the modern governmental budget is a comprehensive 
coérdinating instrument of fiscal control. It is the means 
whereby the chief executive carries out the purpose of his office 
and the will of his superiors. It is also a report and a record of 
performance for the benefit of the fund-raising body and the 
people. The approved budget program thus controls the chief 


53 





The Journal of Accountancy 








executive to the extent that the executive exercises control over 
the details of his administration. 


IN EUROPE 


The modern conception of the budget as a central comprehen- 
sive means of control is a fairly recent one. In England, the 
original and simpler idea developed with the right of the governed 
to authorize any burdens about to be placed upon them, this to 
be done through a representative body. Such a right in part was 
granted by Henry I, but extracted by force from Edward I and 
King John. History shows that every time the executive violated 
that right, serious trouble ensued. Such was the case during the 
reign of the Stuart kings and also at the time of the civil war of 
1642 to 1649. The revolution of 1688 furnishes still another con- 
spicuousexample. However, the most important and tragic viola- 
tion of that right occurred under King George III, bringing on 
that tremendous historical event, the American Revolution. And 
it is particularly significant that one of the first things the newly 
constituted American authorities did was to designate Alexander 
Hamilton as a creator of a report which set forth the new financial 
program as the people wanted it. 

Notwithstanding the set-backs of despotic government, the 
budget idea gained prominence as the centuries rolled on. France 
fought and bled during the French revolution before securing it 
for the first time. Today the minister of finance assembles the 
departmental estimates with the revenue requirements and sub- 
mits them to the chamber of deputies. The senate approval 
follows. This power of popular approval of the budget is so 
important in France that if the bill fails to pass, the ministry 
resigns and a new one is formed in order to obtain majority 
approval. 

In Germany we find that a complete budget came into existence 
during the nineteenth century. We find Prussia adopting it in 
1821. A staatshaushatt-etat was instituted in Prussia with the 
constitution in 1850. However, we see that as late as 1862 
Bismarck still had his way when he needed money. 

Austria adopted the budget in 1766, but the legislature of that 
country secured control of it only after the fall of the Hapsburgs 
in 1919. 

During the early struggles for the adoption of the budget, atten- 
tion was primarily focused on questions of revenue. It was not 
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until 1688 that England first began to control expenditures. A 
glimpse at the present English system reveals that the idea of 
executive responsibility in the preparation of the budget, as pre- 
liminary to parliamentary approval, has become fairly fixed. 
The treasury, through the chancellor of the exchequer, has com- 
plete control of estimates of future needs of all the departments. 
These are balanced with the necessary revenues and submitted 
to the cabinet for its approval. They are then presented by the 
chancellor to the house of commons. Since the powers of the 
house are limited to a reduction of appropriations and a general 
discussion of the budget, hardly any changes are made. The 
house of lords is required merely to give a formal assent to the 
measure, according to the parliament act of 1911. 

The government is held strictly accountable both for the effi- 
ciency and economy of its service and the regularity of its ac- 
counts. This control is accomplished through the audit of an 
independent officer appointed by the crown. Any irregularities 
in the accounts or practices are quickly revealed to the house, 
which immediately institutes proceedings. Normally this audit 
expressed in a report is the basis of recommendations by the house 
to the treasury. 

It is noteworthy and remarkable that many of the budget fea- 
tures of the home government were adopted in the budget systems 
of Canada, Australia, New Zealand, South Africa and India long 
before they reached our capital. Even continental Europe saw 


widespread adoption before our government finally decided to 
act. 


InN AMERICA 


The year 1921 is a notable landmark in the development of 
government budgeting on American shores. It was in that year 
that the government of the United States of America formally 
adopted a budget system. Prior to that time the financial plan of 
the government merely consisted of a collection of individual re- 
quests rather than a well-codrdinated and thought-out plan of 
action. 

Although the United States as a democracy required legislative 
approval for all governmental expenditures, the various types of 
administrative units lacked the benefits of modern budget prac- 
tice. It was not until 1899 that the first step in this country was 
taken toward better administrative control. Following a demand 
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to place the municipalities on a budget basis, the National Mu- 
nicipal league drafted a model municipal corporation act in that 
year. The model contained the following section: 


sé 


it shall be the duty of the mayor. . . in each year to submit 
to the council the annual budget of current expenses of the city, 
any item of which may be omitted or reduced by the council but 


the council shall not increase any item in, nor the total of, said 
budget.” 


This section, although admittedly deficient, nevertheless marks 
the beginning of the budget system in municipal governments in 
the United States. 

While many studious souls were considering municipal condi- 
tions and seriously laying plans for reform, some of our largest 
cities had not yet recovered from the havoc wrought by political 
gangs. The Tweed gang in New York had been broken up, but 
no practical measures of reform supplanted the earlier conditions. 
However, since agitation for sound administration continued, 
special ‘‘bureaus of municipal research were organized to study 
the financial procedure, organization and management of city 
governments’’ (A. S. Buck, Public Budgeting, page 13). The 
most noted of these, the New York Bureau of Municipal Research 
organized in 1906, immediately inaugurated a study of local 
budget needs. One of its first reports, entitled Making a Munici- 
pal Budget, which was released in 1907, formed the basis of the 
New York budget a short time later. The idea spread from the 
New York laboratory to municipalities throughout the country. 
Many states have established uniform budget procedure for city, 
county and district governments. The procedure may vary ac- 
cording to the size of the municipality—nevertheless, the idea of 
budgetary control is ever present. There have even been legal 
provisions relative to budgets in the United States dependencies, 
Philippine Islands, Hawaii, Alaska and Porto Rico. 

The second move in the United States was instigated by Presi- 
dent Taft’s commission on economy and efficiency in 1910. After 
an exhaustive study covering two years, this commission pub- 
lished a report, The Need for a National Budget, which President 
Taft sent to congress with a message of approval in 1912. But 
congress felt indisposed to part with the power of asking and re- 
ceiving unchecked sums of money and spending them without 
control. In 1914 it rejected a bill designed for that purpose. 
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The work of the Taft commission, however, had far-reaching 
effects among the American states. Within a short time almost 
half the states had established commissions to study ways to effect 
economy and means to achieve efficiency. Among the first recom- 
mendations which these commissions made was the adoption of 
state budgets. Although political capital was made of the 
budget, it did arouse the people to an interest in finances of state 
governments to such an extent that six states adopted budgets in 
1913. California and Wisconsin had adopted them in 1911. 
Since 1913 seven states have made the budget a part of their con- 
stitutions, while practically all the rest have adopted the budget 
as a fiscal means of control. 


The types of budgets adopted by the states may be summarized 
as follows: 


I. The executive type of control. 
1. By the governor alone. 


(A few states having this type are Ohio, Illinois, New 
Jersey, New York.) 


II. Legislative type of control. 
1. By legislature. 
(a) Committee. 
(b) Agents. 
(In use in Arkansas. ) 


III. Commission or multiple type of control. 
1. By executive or administrative officers. 
2. Appointees of the governor or legislature. 
(In use in Connecticut, Missouri, West Virginia, Georgia, 
Maine, Florida.) 


The movement has spread recently into county government 
administrative methods. Indeed many states have made adop- 
tion of a budget a part of their constitutions. 

So widespread did the interest in budgets become that in 1916 
an institute for governmental research was created. Its object 
was to carry on the work of the Taft commission and to prepare 
for adoption by the United States government a budget system 
second to none. Its labors aided in the adoption of a bill which 
brought into harmony the divergent practices of both houses. The 
signature upon the budget and accounting act of 1921 constituted 
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the third forward movement of the budget in the United States, 
at that time possibly the most complete system of control in the 
whole world. 

The sad but true fact is that, since 1921, other nations and or- 
ganized bodies have adopted far better systems than ours. It is 
unfortunate that while they have secured the benefits of modern 
research in accounting science, the United States has consistently 
refrained from making advantageous changes in its budget system. 

The law gave the president the sole responsibility for sub- 
mitting in regular session a complete budget involving the con- 
dition of the treasury, estimates of revenues, estimates of expen- 
ditures, etc. It also established the necessary administrative 
machinery in the form of the bureau of budget in the treasury 
department. Charles G. Dawes was appointed our first director 
of the budget. 

The results of the federal budget have been fairly gratifying. 
It has aided in abolishing obsolete methods of appropriating funds 
in both houses, and it established one committee in each house. 
The national administration was thus modified, centering more 
political power in the president and making his budget report com- 
parable to the report by the general manager of an industrial con- 
cern to his board of directors. Furthermore, states have been 
stimulated still more to adopt budget measures of their own and 
have since surpassed the federal government. The most recent 
development has been to give the executive more power in estab- 
lishing business systems and executing budgets. In view of this, 
it seems quite probable that as the executive in the future gets 
more and more power (both in political and economic spheres) 
this concentration of power will be coincident with the develop- 
ment and the refinement of the budget idea. It is a truism that 
‘“‘he who controls the finances of a state controls the nation’s 
policy.”’ 

In comparison with the British budget system, the American 
system is at least technically far superior. In England the upper 
house can not revise the budget except with permission of the 
lower house. Neither house may make additions to the proposals 
submitted by the ministry. In the United States, both houses 
have the power to modify the budget, the differences being ad- 
justed by a joint committee. Thus both the executive and the 
legislature consider requests, while in England only the treasury 
has that power. 
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In France each minister prepares his own budget which is sum- 
marized by the finance minister, who himself has no other authority. 

The opposite is found in Germany, with the supreme authority 
vested in the executive and the upper house. 

Attention has been called earlier to the household budget. 
After Ellen H. Richards’ introduction of the idea into this coun- 
try, it was eventually adopted as one of the major objects of study 
by the bureau of home economics of the department of agricul- 
ture. The bureau is engaged in studies of several standards and 
costs of living to provide the basis for home budgets. It often 
works with the budget committee of the national conference of 
social work to draw up suggested budgets. The result has been 
that today with the help of the family budget an increasingly 
large portion of the population is enabled to enjoy an intelligently 
happier life than was possible without the aid of such a plan. 

Coincident with the interest in governmental, institutional and 
personal budgets was the desire of business men to apply this new 
tool to business problems. It was in the industrial field that the 
budget idea performed one of its greatest accomplishments. 
While it is true that informal estimates were made of sales, ad- 
vertising, purchases, and production prior to 1911, it was not 
until that year that any progress was made in rescuing industry 
from some of the uncertainty of planning for the future. At 
about the same time new interest in control gave a strong impetus 
to management, which resulted in planning details of operation, 
setting standards of industry and making use of extensive cost and 
accounting systems. The world war gave a further stimulus to 
this trend with its emphasis upon efficiency. J. O. McKinsey’s 
work in the early twenties crystallized all experimentation into 
complete budget programs for industry. These budgets in their 
simplest terms are merely estimates of future needs for money, 
labor, materials, production, advertising, sales or any other item 
of income or expense. And budgetary control is merely the co- 
ordination of these income and expense accounts into a unified, 
predetermined plan, the main object of which is to assure success 
in efforts to earn money. 

A summary of the leading definitions of a budget usually re- 
veals that the modern industrial budget program contains the 
following: 


1. Detailed estimates of action for each department of a busi- 
ness. 
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2. Coordination of these estimates into a program as a whole. 

3. Estimated balance-sheet. 

4. Estimated profit-and-loss statement. 

5. Estimated manufacturing and financial statements. 

6. Preparation of progress reports. 

7. Preparation of estimated comparative statements. 

8. Employment of supplementary devices like the budget 

manual, budget analysis and profit charts. 

It is quite readily seen that budgeting seriously involves the 
policies and the very organization of a business itself. It con- 
stitutes one of the first tools which modern management has 
created to control and check production costs. The vehicle has 
been standard predetermined costs. Because mere control of 
production costs proved insufficient during the past five years, 
many wide-awake firms are beginning to establish standards in 
distribution, thereby attempting to control sales and overhead 
costs through budgets. 

Tom Grisell (Budgetary Control of Distribution) was one of the 
pioneers in applying budgetary control to distribution and sales. 
He aided many firms to eliminate waste, discover new undevel- 
oped markets and otherwise achieve results through efficiency. 
E. Stewart Freeman also contributed to this phase of business 
planning. He devised a unique method of apportioning ‘‘order- 
filling’’ and “‘order-getting’”’ costs to the individual orders. How- 
ever, the application of standards to distribution is difficult 
because there seem to be more variables than in the case of pro- 
duction. Cost accounting for distribution is yet in its infancy as 
compared with production-cost accounting. 

Budgeting in industry further developed from the need for some 
sort of check upon management. Bankers are laying stress upon 
a better appraisal of management rather than property. Thus it 
can be seen that control of sales and production must be tied up 
with control of the executive in order to achieve greater manage- 
rial efficiency. 

The need for some sort of financial program was still another 
factor that influenced the budget’s growth. It is evident that if 
a firm is planning to continue in business for years to come, it is 
compelled to create a long-range financial program which becomes 
more specific as the end of the fiscal year approaches. 

The needs of a business may be specifically calculated for the 
first year. They are less specifically calculated for the following 
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two or three years; and for the remainder of, say, a five-year 
period, they are projected in a general but, nevertheless, intelli- 
gent way. Unfortunately, most firms today have merely short- 
term budgets. 

The principal benefit of a budget system to an enterprise is the 
assurance of an intelligent, efficient and well defined effort to con- 
duct business. With a greater degree of both managerial control 
and managerial codperation, not only greater sales (which in a 
large degree are predetermined) but also an assurance of profits 
may result. The main disadvantage of the modern business 


budget, however, is found in the attitude of management in exe- 
cuting it. 


‘“WITHIN THIS PRESENT”’ 


To review briefly, we have seen that the budget idea had its 
birth in England at the turn of the twelfth century and during 
one of the earliest ‘‘new deal’’ administrations on record. And, 
as democracy developed, the budget became an indispensable 
part of that development. When that development became 
mature enough to achieve greater efficiency and control than had 
been possible, the budget was carried into the household and into 
private business. Budgeting of activities in industry followed. 
The exigencies of the war, post-war and the recent five-year de- 
pression gave a further impetus to the development of the scien- 
tific budget. Cost finding and control became a necessity. 
“Standard costs”’ in production have recently been expanded to 
include distribution and office expense. In coérdinating the ma- 
chinery of management, the budget has been an invaluable aid. 
Full executive support, however, is absolutely needed if the plan 
and the principle are to succeed. Finally, those who are to 
execute the plan must have an active and definite part in its 
making. 

The result of adoption of the budget idea has been to place it 
high in the realm of human coéperative endeavor. By it the 
destinies of whole peoples are calculated beforehand. In the 
United States, many of the important industries now employ 
budget systems as part of their formal policies. Finally, social and 
humane organizations are making the assistance of the finest eco- 
nomic intelligence available to heads of families, thereby enabling 
every citizen to enjoy more of this limited life. Certainly the 
budget idea rules the world today as never before. 
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AMERICAN INSTITUTE EXAMINATIONS 


[Note.—The fact that these answers appear in THE JOURNAL OF ACCOUNT- 
ANCY should not cause the reader to assume that they are the official answers 
of the board of examiners. They represent merely the opinions of the editor 
of the Students’ Department.] 


EXAMINATION IN ACCOUNTING THEORY AND PRACTICE—PART I 
May 14, 1936, 1:30 P. M. to 6:30 P. M. 


Solve problem 1 or 2 and all other problems. 


No. 1 (20 points): 
You are engaged to audit the accounts of a city for the year 1933. The books 
as you find them show the following information as to the general fund: 


Surplus at beginning of year............. $332,011 
PI i on Sinise sw RSS 184,400 
Other revenues collected................ 56,841 
Expense, per vouchers approved......... 227,642 
SUPA at CHAIOL VOAN os oss is Gd essen 345,610 


On investigation, you discover the following additional facts: 


(a) The assets of the fund include the inventory of general stores—$23,812. 
A continuous inventory of about this amount is maintained, the 
council having authorized such an inventory up to $25,000. 

(b) The assets of the fund also include book value of permanent property, 
which on January 1st totaled $269,362 and on December 3ist, 
$286,962. The difference represents capital expenditures for the year 
charged direct to fixed-asset accounts. 

(c) On December 31st, orders and contracts were outstanding estimated 
to cost $4,350, payable out of the appropriations of the year 1933. 

(d) Taxes for the year were due May Ist, but only 82% had been collected 
at December 31st. Estimates indicate further collections of not 
over 8%. 

(e) Amounts due the sinking fund from the general fund for the year 
totaled $9,212, of which $6,000 was paid and included in expense. 

(f) On January 2, 1934, a public benefit instalment of $3,178 is due the 
assessment fund. A similar instalment, due January 2, 1933, was 
paid in 1933 and entered as an expenditure of that year. 

(g) Included in the expense of the year under audit are the following sums 
paid for departments entirely supported by special funds: library, 
$1,687; parks, $2,143. 


1. Does the surplus as stated at the beginning and the end of the year cor- 
rectly indicate the amount available for appropriation and expenditure 
on those dates? If not, prepare working statements to indicate the ad- 
justments you would consider necessary in each amount. 

2. Present also a correct statement of general-fund revenue, expenditure and 
available surplus for the year. 
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Solution: 
City oF X 


Statement showing the adjustments to the surplus accounts as at January 1, 


1933, and December 31, 1933 


January December 














1,1933 31, 1933 
NE I Rs 5h 0 6 se kk eee Biiestaees $332,011 $345,610 
Transfer to: 
PROREr VO fOr BLOLOO 5 os ism enh ades ee wae $ 25,000 $ 25,000 
COP IVAD MUG IBS o.oo x 5G tad-s as abe es anene wees 269,362 286,962 
Reserve for orders and contracts ................. 4,350 
Allowance for estimated losses—current (1933) taxes. 18,440 
Reserve for advances to sinking fund............. 3,212 
"POUGN COGUE CLONE > 65 4.6.056 Cai win de lees scien $294,362 $337,964 
RICO. 2 cs bsridda sition OTe a ee $ 37,649 $ 7,646 
Add: 
Adjustments for the following charges made to the 
general-fund expense in error: 
ADEM Wy MONE 5 :ilsiss eid oe eE San a idiln Sor deen eas 1,687 
Pum RANRRE R515) SEs Oo ae oath rears eee a 2,143 
SUE PEROT NCCE 5.5 oo oe nek ue es onetuw waeaeeees $ 37,649 $ 11,476 








Note.—The public-benefit instalments, as a general rule, are appropriated 
from the general fund as expenditures during the fiscal year. Hence, they 


are not considered in the above statement of surplus accounts. 


City oF X 


Statement of general-fund revenue and expenditures for the period, January 


1, 1933, to December 31, 1933 


Revenue: 
Mio ee $184,400 
Less—allowance for estimated losses— 
current (1935S) tan@B 66% ccc ieccowss 18,440 $165,960 
Other revenue collected............... 56,841 
WOtar PEVEHUE. <.. o..ks6 co dsKe see a 
Expenditures: 
For permanent property... ..........ccccccccees $ 17,600 
Appropriated for orders and contracts............. 4,350 
NI 565s nah AWS OLE KRROK eRe KS 9,212 
Public-benefit instalment................0ee0e0ee 3,178 
Other expenses (see note below)................-. 214,634 


Total expenditures 


“MEG LEREUCLE PLOT Le 


$222,801 


248,974 
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Excess of expenditures over revenue................ = 26,173 
SUIDINS, JAHURTY 11908). sic ccanveies conics swan e as 37,649 


Available surplus, December 31, 1933............... $ 11,476 


Note.—Other expenses are computed as follows: 
Expense, per vouchers approved.................. $227,642 


Deduct: 


Payment to sinking fund............ $ 6,000 
Public-benefit instalment............ 3,178 
Special fund—Ubrary ..6....00s ccc ese 1,687 
Special fund—parks................ 2,143 13,008 





$214,634 


No. 2 (20 points): 
The operations of K. Inc. for the fiscal year ended June 30, 1935, are ex- 
pressed in the following table of percentages: 


Per cent 
PRIMO Ua Arenas asc mae ate auntie ene stm areicin al eason eee STA 100.00 
ROBE OINBANS ic ities kd sister emo nines wleire intel pera 66.67 
METISB SBOE Sc. co tate a oie ta lobe tivtsne wie ia wc eS 35.35 
Expenses: 
Selling-and delivery = ......<2.6<.is.<s% 10200 
Administration and general........... 1230 61.30 
RRR Cape Sor ctare icine ia rae ORC ia rs ere 15.83 





There was no inventory at the beginning of the fiscal year and during that 
year the company, operating at full capacity, produced 10,000 units, of which 
8,000 were sold. The materials, labor and overhead were, respectively, 35%, 
45% and 20% of the cost of production. 

The current year’s costs are expected to show increases as follows: materials, 
15%; labor, 10%; overhead, 20%. On the other hand, it is expected that, be- 
cause of more efficient methods, the production will be increased 10%, and you 
are to assume that this is accomplished without additional increases in the cost 
of production. 

Negotiations are pending with S & R who are prepared to purchase K. Inc.’s 
entire output for the current year, together with the stock on hand at the be- 
ginning of the current year, if the parties can agree on a price. In that event 
the amount of the selling and delivery expense would be reduced 75%, and 
there would be no change in the amount of the administration and general 
expense. 

Accepting the indicated changes in costs and production, what percentage of 
increase or decrease in the 1935 selling price per unit would enable K. Inc. to 
realize, under the contemplated arrangement, a net profit of 20% on the sales? 


Solution: 


Two methods may be followed in solving this problem. In the first solution, 
a selling price of $3.00 per unit is assumed in building up a statement of profit- 
or-loss for the year ending June 30, 1935, as shown below: 
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K. INc. 
Statement of profit-and-loss for the year ended June 30, 1935 

Per cent. 
Units Amount of sales 
ES Pe bas cede ea wecit ae ee es 8,000 $24,000 100.00% 

CSE Ci NN ee oS Rae acd ee oe eee aS 16,000 66.67 
Is 6 56h hd aS eke diesato mee $ 8,000 33.33% 

Expenses: 

Sellitia atid CGH VCEY =o... Scses we swnues os $ 2,400 10.00% 

Administrative and general................ 1,800 7.50 
OCR CREE. 2 tres Sar atsee We Wise aereeis $ 4,200 17.50% 
TOt Wk 6k ckcscusnicbiexiousiduaisneads 8,000 $ 3,800 15.83% 








On the basis that the sales of 8,000 units cost $16,000, a statement showing 
the component parts of this cost may be obtained. In the following schedule, 
the increases or decreases for the year 1936 are applied to the assumed costs 
for the year 1935. It will be noted that the 1936 costs to produce the 13,000 
units to be sold amount to $26,750. 


K. INc. 
Statement showing the estimated cost to manufacture 11,000 units 
for the year ended June 30, 1936 




















Increase 
Year ended or 
June 30, 1935 decrease* Year ended 
r — —. of 1936 Jnne 30, 1936 
Per cent. over a 
Units Amount of cost 1935 Units Amount 
NES 58 SSE d era We meweee $ 7,000 35.00% 15.00% $ 8,050 
EMS reid a a\en's Va bcgla ettne ees 9,000 45.00 10.00 9,900 
NPN Said coo nes canker een 4,000 20.00 20.00 4,800 
Cost of Manufacturing......... 10,000 $20,000 100.00% 1,000 11,000 $22,750 
Deduct: closing inventory....... 2,000 4,000 20 .00 2,000* 
Add: opening inventory....... : 2,000 2,000 4,000 
COE UR WIE aa ce Debi scaieo ewe 8,000 $16,000 80.00% 13,000 $26,750 




















For the year 1936, selling expenses are to be reduced 75%, and the manage- 


ment expects to make 20% net on sales. The selling price of the 13,000 units 
must be, therefore: 


COE OE I I IID ovo nos vce cesdccveccewierss $26,750.00 
Selling expenses: 
PG Anis 5244 Sins eRe $2,400 .00 
[ee a eo ee ara Er 1,800.00 600.00 
Administrative and general: (same as 1935)........... 1,800.00 
BOE CORE OE CHI. a ona sks vic cc ive ciecenveres: $29,150.00 
$29,150 +80% is the selling price, or.............00. $36,437.50 
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The statement of profit-and-loss for the year 1936 may be prepared as follows. 
K. INc. 
Statement of estimated profit-and-loss for the year ended June 30, 1936 














Per cent. 

Units Amount of sales 

NE OR ea eee ee RR tne Area or ean mE eae 13,000 $36,437.50 100.00% 
REDNETONIBANOR 5c cs Soc os ood baw sien ees 26,750.00 73.41 

GGroes promt On Sales... 2.6. oss cece s sac $ 9,687.50 26.59% 

Deduct expenses: 

Belling and Gelwery.. .... 2 . 6. 0s ccsnse $ 600.00 1.65% 
Administrative and general............ 1,800 .00 4.94 

GCA WCEDOCHBOB 5 fers. cie.u ate aren nies $ 2,400.00 6.59% 

Net ovrott for the yer... 66.5. .656sesces $ 7,287.50 20.00% 








The company may obtain a 20% increase in the net profits for the year 1936 
by reducing the 1935 selling price 6.57%, as shown below: 


1935 sales (13,000 units at $3.00)................ $39,000.00 
PISO GAICS PER ADOVE soe vies ea RAS woe Bicrers 36,437.50 

PRO 5 relics shee S seo $ 2,562.50 
($2,562.50 +$39,000.00)... 0.2.2... eee eee eee 6.57% 





An alternative method is used in the following solution. The cost to 
produce 110% of the 1935 production is: 
Percent. Percent. Per cent. 





of cost of of cost 
1935 increase 1936 
iS) CPS Fr ene ee eRe cer 35% 115% 40.25% 
NEM sh cise cise ecto locWieio ee IA eee 45 110 49.50 
Uo OO, Cr One oe eee Se eee ar 20 120 24.00 
PAMSUANB Se fancealaysicrs rere eee eee 100% 113.75% 








The 1936 production costs may be expressed in terms of 1935 cost as follows: 





= times 66.67% or 68.94% 
110% 
The cost of sales for the 13,000 units to be sold during the year 1936 is: 
Percent. Units Product 
Inventory (2,000 units)................. 66.67% ( 2,000) 133,340 
Production (11,000 units)............... 68.94% (11,000) 758,340 
WTA ic nimices occ ce ene reh Sioarereecnis (13,000) 891,680 
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The expenses for the 13,000 units to be sold 


during the year 1936 are: 


Selling and delivery expense (25% of 10%).. z. 
Administrative and general expense. . . 7 


Total costs and expenses (13,000 units)... .. 


Expressed in terms of percentage...... 








57% 
9 
"<a 10 0% (8,000) 80,000 
971,680 
re 74.7446% 


The 1936 sales must be (74.7446 +80%) or 93.43%, if the net profit is to be 


20% of sales. 


The selling price per unit may be reduced by (100.00% minus 93.43%) 6.57% 


to produce a net profit of 20%. 


No. 3 (25 points): 


The plant of the Tamarack Manufacturing Company, engaged in the manu- 
facture of hunting and camping articles, was partly destroyed by fire on the 


night of September 1, 1935. 


Practically all books of account were burned, but 


the data given below were obtained from various sources. 


Balance-sheet January 1, 1935 


Assets 
Machinery and fixtures $ 47,000.00 


Automobiles......... 3,494 .40 
Liberty bonds....... 10,000 .00 
Customers’ accounts. . 35,524.00 
INIVERCOLY .. 5 occ c cass 50,000 .00 
CaM 85 6 eS Shee 28,923.10 


$174,941.50 


Liabilities 
Notes payable....... $ 4,729.50 
Accounts payable. ... 2,553.60 
Reserve for deprecia- 

Cr aa sckc ss 8,437.50 
Capital stock........ 100,000.00 
SURO 5 6a cewek vies 59,220.90 

$174,941.50 


An analysis of the cheque book and cancelled vouchers revealed the following 


receipts and payments: 


Receipts 
From customers...... $ 98,746.70 
Notes payable....... 34,376.00 
Interest on bonds.... 237.50 


$133,360.20 


Payments 
Notes payable....... $ 917.50 
Accounts payable... . 42,584.20 
MaGHiNely. «06.0.6. 3,750.00 
EMO 6 o55s5c: Scforwrac 77,366.40 
Administrative salaries 9,675.28 
Selling expenses...... 11,900.00 

Sundry manufacturing 
CRPOTNGEB . occ occccs 646.62 
MR onl edu xe ones 4,000 .00 
Office expenses....... 2,418.50 
General expenses... .. 2,381.40 
$155,639.90 


A report rendered to the president on September 1, 1935, showed that 
$172,952.10 was receivable from customers and $24,457.50 was due to creditors 


(accounts payable). 
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There should be a charge of $1,012.50 for depreciation to September 1, 1935, 
and the automobiles should be written down to $3,000. 

An inventory of the merchandise not burned was valued at $20,000. The 
insurance company agreed to accept the inventory of the company as before 
the fire if calculated on a basis of average gross profits at 35% of the sales. The 
company’s inventory was insured for $30,000 on an 80% co-insurance policy. 
There was a $5,000 loss on machinery and fixtures which the insurance company 
also agreed to pay. 

From the foregoing data: 

(a) Reconstruct the accounts of the company, and show the method 
followed. 

(b) Prepare (1) a balance-sheet as at September 1, 1935, which is to include 
the liability of the insurance company and (2) a profit-and-loss 
account for the eight months ended on that date, showing details of 
cost of sales. 

Solution: 


TAMARACK MANUFACTURING COMPANY 
Journal entries to record transactions for period from January 1, to 
September 1, 1935 


(1) Dr. CF: 
"ae SPAR Ae eee ancl o eaerterntad eto $133,360.20 
Customers’ accounts...... eee $ 98,746.70 
Notes payavle..... 6 ....<60.. eee 34,376.00 
Interest income on bonds... we 237.50 
To record cash received. 
(2) 
Notes payable....<. 2.4.4. ree ewe 917.50 
PIROOURUS DAVADIC. «.. .6.0.6250. 605 a5 ware ee 42,584.20 
Machinery..... AES Poen aor 3,750.00 
RMR ee tet oe ere ns enon 77,366.40 
Administrative salaries...................... 9,675.28 
Selling expenses........ 11,900.00 
Sundry manufacturing expenses 646.62 
LO) ere eee er ener ae ; 4,000.00 
Office expenses........... eee peices 2,418.50 
General expenses....... ne 7 res : 2,381.40 
CN) eee eee 155,639.90 
To record cash disbursed. 
Wstomers Accounts... 2.2.0.6 ss0 eee : 236,174.80 
See ; 236,174.80 


To record net sales computed as follows: 
Customers’ accounts Sep- 


tember 1, 1935. ........ “$172/952.10 
Add collections to Septem- 

ber 1, 1935............ 98,746.70 

) a ee ee eee $271,698.80 
Less customers’ accounts 

antary AT985 o «5.656% 35,524.00 
Difference—net sales. . . $236,174.80 
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Mateérials'and supplies. . .......26...4. 
Accounts payable. . ; fe 
To record net purchases as follows: 
Accounts payable Septem- 


ber 1, 1935. sescas @ 2h457 .50 
Add disbursements | to Sep- 

tember 1, 1935......... 42,584.20 

HORE shorn Hee omens $ 67,041.70 
Less accounts payable Jan- 

Wary T1985 66. .ccck ces 2,553.60 


Difference—net purchases . $ 64, 488.10 


(S) 


Depreciation—machinery and fixtures 
Reserve for depreciation... ... 


To record depreciation to September 1, 1935. 


(6) 
Automobile depreciation.................... 
Fe CRE eT eT ET nee 
To record estimated depreciation of auto- 
mobiles to September 1, 1935 


CONE GINO I 5 ot esses ea en hos Oneal 
Inventory September 1, 1935................ 
Inventory Januaty 1, 1995. . 2. 2. o6.6ic.0 ss 


Depreciation—machinery................. 
Sundry manufacturing expense........... 
|S SEMPER AE) Reco ier) Tetras, Sara gee a er 
Materials and supplies purchased. ... . a 
To record cost of sales (65% of net salen 
Balance of manufacturing costs are applica- 
ble to the inventory before fire. 
(8) 
Reserve for depreciation. . 

Machinery and fixtures................... 
To transfer reserve to asset account as 
amount of reserve applicable to burned por- 
tion of machinery is not ascertainable. 

(9) 
Fire claim against insurance company......... 
IE Ans ci aw gnc het tara eee 

Machinery and fixtures................... 

Inventory, September 1, 1935.............. 
To record destruction of assets on September 
1, 1935, and claim filed with insurance 
company. (Seeschedule 1.) 
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Dr. 
$ 64,488.10 


1,012.50 


494.40 


153,513.62 


44,000 .00 


9,450.00 


25,454.55 
3,545 .45 


Cr. 


$ 64,488.10 


1,012.50 


494 .40 


50,000 .00 
77,366.40 
1,012.50 
646.62 
4,000 .00 
64,488.10 


9,450 .00 


5,000 .00 
24,000 .00 
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$629,619 .90 $197,513 .62 $197,513 .62 $ 


$629,619.90 


$174,941 .50 $174,941 .50 
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Schedule 1 
TAMARACK MANUFACTURING COMPANY 


Statement showing the computation of the fire loss of September 1, 1935, and 
claim against the insurance company 





Amount 
Fire loss of claim 
Machinety Cestroved «occ siadicsceods ccatowavee $ 5,000.00 
Inventory: 
Semtémber 1. 1996S. cc ccc ceetewics $44,000 .00 
Less—portion not destroyed.......... 20,000.00 
Value of portion destroyed.......... $24,000 .00 
Insurance payable (see below)......... 20,454.55 20,454.55 
AN OMS skh: sc Saeed a cree wee $3,545.45 
OR Boe Ssvicid ace oan Dish Ae $3,545.45 $25,454.55 








The computation of the amount recoverable from the insurance company 


(80% co-insurance clause) for the portion of the inventory destroyed is de- 
termined as follows: 


$30,000 (insurance carried) 
80% of $44,000 (inventory value) 





times $24,000 (the loss) = $20,454.55 





Exhibit A 
TAMARACK MANUFACTURING COMPANY 
Balance-sheet September 1, 1935 
Assets 
Current assets: 
CMe eS isi Jockin ct Pideie ae CORR $ 6,643.40 
EEN Cr OCIS 5 5.5 8 hie eS ere aa webeten 10,000 .00 
CUMOMIEEE ESCCOUIEB. 2 66s skis bbb keen cewek 172,952.10 
Due from insurance company................ 25,454.55 
WRI a. c 50 oe Sa a carsales) Sia ators 20,000.00 $235,050.05 
Fixed assets (depreciated value): 
Machimnety and fiatures: . . . . . oo. ese ccccee cs $ 36,300.00 
PRATT 26 io ES Sein Oe eae 3,000.00 39,300.00 
$274,350.05 
Liabilities and Net Worth 
Current liabilities: 
IN 2d <.s i acaeReaesmewie ieee eres $ 38,188.00 
Po) rer 24,457.50 $ 62,645.50 
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Net worth: 
Aira EIe LIOR OS Soc orth Suid aha arenetetse aes 
Surplus, January 1, 1935. .... 

Profits to September 
(ORGIES) 5 os os oon caeess 


$100,000 .00 


TAMARACK MANUFACTURING COMPANY 


52,483.65 111,704.55 $211,704.55 


$274,350.05 


Exhibit B 


Statement of profit-and-loss for the eight months ended September 1, 1935 


Net sales 


Less cost of sales: 


inventory, January 1, 1935. .«c.nseeasnie sos 
LO NO ES fe oO ER a a 
Materials and supplies purchased 
Rent 
Depreciation—machinery and fixtures......... 


Sundry manufacturing expense............... 


WOCAl GOBEEINCUITOD =. 5 6 65k bins 6 ec daworw oars 
Less inventory, September 1, 1935, before fire. . 


KSpOns MTONUONGRIES «6s aie cco as ne ek vane ees 
Rate of gross profit onieales... . ...... 6... 25s sees. 


Less selling and general expense: 
CM RONG 5 os sindbis tie sc .d sas Sema e ve oes 
Automobile depreciation............. 
Administrative salaries 
General expenses 
Office expenses 


Net: profit from operations... .......... 605608866 


Add miscellaneous income: 
IRTETPREONIDORGE §6.<.6 oa. Sos dase hae esas 


Total net profit and other income.......... 
Less non-operating loss: 


Fire loss, September 1, 1935 


Net profit to surplus (exhibit A) 
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$ 50,000 .00 
77,366.40 
64,488 . 10 

4,000 .00 
1,012.50 
646.62 








$197,513.62 
44,000 .00 


$236,174.80 


153,513.62 





$ 11,900.00 
494.40 
9,675.28 
2,381.40 
2,418.50 


$ 82,661.18 
(35%) 


26,869.58 





$ 55,791.60 


237.50 


$ 56,029.10 


3,545.45 


$ 52,483.65 
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Accounting Questions 


[The questions and answers which appear in this section of THE JOURNAL OF 
AccouNTANCY have been received from the bureau of information conducted 
by the American Institute of Accountants. The questions have been asked 
and answered by members of the American Institute of Accountants who are 
practising accountants and are published here for general information. The 
executive committee of the American Institute of Accountants, in authorizing 
the publication of this matter, distinctly disclaims any responsibility for the 
views expressed. The answers given by those who reply are purely personal 
opinions. They are not in any sense an expression of the Institute nor of 
any committee of the Institute, but they are of value because they indicate 
the opinions held by competent members of the profession. The fact that 
many differences of opinion are expressed indicates the personal nature of 
the answers. The questions and answers selected for publication are those 
believed to be of general interest.—Eb1ToR.] 


GOODWILL, REAL-ESTATE APPRECIATION AND VALUATION 
OF STOCKS 


Question: Corporation X. Y. Z. was formed under laws of New York in 1925, 
with 5,000 shares common stock, par value $100.00, and 2,000 shares cumula- 
tive 7% preferred, par value $100.00. The corporation was formed to take 
over the business carried on by A as an individual, and all the stock was issued 
to A for the net assets of his business. 

The total net assets were $600,000 and the total par value of the stock issued 
was $700,000. To make up the difference real estate was increased $15,000 
on the books and goodwill was set up on the books at a value of $85,000. 

At June 30, 1935, securities purchased by the corporation at various times, 
and carried on the books at cost, had a market value of $70,000 less than their 
cost. 

A died June 30, 1935. On that date there was an earned surplus of $125,000 
and no unearned surplus. No dividends had ever been declared or paid on 
either common or preferred. At the time of his death A owned all the preferred 
and 4,000 shares of common. Employees owned 800 shares of common, and 
the other 200 shares had been purchased by the corporation from an employee 
and were in the treasury. 

After A’s death the directors of the corporation, one of whom is an executor 
under A’s will, charged off the goodwill of $85,000 and the real-estate apprecia- 
tion of $15,000 against surplus as of June 30, 1935. 

Is this a proper charge against earned surplus? If not, what entries should 
be made to take these two items out of assets? 

In determining the separate values of the common and preferred stock for 
the purpose of inheritance taxes what consideration should be given to the un- 
paid cumulative dividends on the preferred stock? 


Answer No. 1: We assume that the items of $85,000 for goodwill and $15,000 
for real estate were merely book entries to equalize the par value of stock issued 
by corporation X. Y. Z. to “A” and represented inflation of capital values. 
By due legal process and full disclosure, a reduction in capital may be obtained 
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to provide sufficient capital surplus to absorb the charge-offs at ‘‘A’s’’ death. 
Unless this be done the amounts in question must be charged against the 
earned surplus. 

The question relates to the ‘‘value’’ of common and preferred stock for the 
purpose of inheritance taxes and does not relate to book value. 

The true “‘value’’ would appear to be the fair market value to an actual 
buyer if such a buyer were available. 

The value of the preferred and common stocks for inheritance-tax purposes 
should be based upon the earning power of the company, subject to the realiza- 
bility of the assets in excess of the values computed upon an earning basis. 
In the present case it would appear that the values of the stocks are substanti- 
ally less than the book values applicable to each class of stock. 

The books of the X. Y. Z. company are only prima-facie evidence of the 
value of the stock. The entries charging off the goodwill and real-estate ap- 
preciation have no bearing on the value of the stock. 

Additional information pertinent to the case would appear to be required. 
The following points should be covered: 


(1) The nature of the business. 

(2) The effect of the death of ‘A’ upon future of the company. 

(3) An analysis of the earnings by years to establish the trend of earnings and 
the effect of the depression during later years. 

(4) An estimate of future earnings. 

(5) An estimate of the present actual value of the real estate, compared with 
its assessed value, and any information as to current real-estate sales. 

(6) Data as to any obligations such as mortgages on the plant. 


In view of the fact that the company has failed to earn the dividends on its 
preferred stock over a period of ten years, although the earnings have been re- 
tained by the company for use in its operations, there would appear to be no 
goodwill value. 

The accumulated earned surplus of $125,000 represents average earnings of 
(say) $12,500 per annum, while the unpaid cumulative preferred dividends 
amount to (say) $140,000 or $14,000 per annum. The earnings represent ap- 
proximately 6% on the preferred stock. 

Unless the assets of the company have a present realizable value sufficient to 
pay the liabilities and liquidate the preferred stock, together with unpaid divi- 
dends thereon, and leave a surplus for the common stock, and provided that 
the future earnings are not expected to be materially increased, the common 
stock would appear to have only a speculative value and the preferred stock 
would have a value based upon an earning capacity of 6% per annum, after 
taking into consideration the nature of the business, the stability of the com- 
pany and its future prospects. A rate of 12 per cent. to 15 per cent. may be 
suggested as a fair rate to apply to average earnings in order to find the value 
of the preferred stock. 


Answer No. 2: We believe that the goodwill of $85,000 and the real-estate ap- 
preciation of $15,000 may be properly charged against earned surplus by the 
directors, provided there is nothing in the bylaws to forbid the directors to take 
such action without the approvai of the stockholders. In valuing the capital 
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stock for inheritance-tax purposes, however, other factors would have to be 
considered. In the case of a close corporation, such as this, where no market 
quotations for the stock are available, book value is frequently used. In com- 
puting the book value, however, the assets should be valued at fair market 
values to a going concern at the date of death and a fair value for goodwill 
should be determined. In the case given the available information would 
indicate that the goodwill has no value. 

Regarding your second question concerning the consideration to be given to 
unpaid dividends on the preferred stock, we believe that full consideration 
should be given. Assuming that dividends have accrued from June 30, 1925, 
the arrears would amount to 70% and the preferred stock would, therefore, be 
valued at $170 a share, while the value per share of the common stock would 
amount to 1/4800 of the excess of the total net worth of the business over 
$340,000. The net worth for this purpose would be computed by using 
market values for assets as previously mentioned. 

The answers given above might be greatly affected, however, by other 
factors which are not disclosed in the problem. Two important such factors 
which might have a bearing upon the valuation of the net worth of the com- 
pany are the future earning prospects and also the effect which “A’s’’ death 
will have upon the operation of the business. 


Answer No. 3: If the action of the board of directors was taken for the purpose 
of reducing the book value of the shares at June 30, 1935, for inheritance-tax 
purposes it will be necessary to provide evidence to satisfy the exacting require- 
ments of the state and federal authorities to support the action of the board. 

Writers differ on the propriety of asset write-offs against earned surplus. 
In view of the facts as presented we feel that 


1. Assuming par as the cost of the 200 shares of common stock acquired from 
an employee, $20,000 should have been segregated from the earned sur- 
plus of $125,000. (This procedure is required only in certain states.) 

2. Provision should have been made out of earned surplus at June 30, 1935, 
for the decline in the market value of the securities purchased since the 
organization of the corporation. 

3. Assuming that conditions existing at June 30, 1935, support such action, 
the book value of the real estate may be reduced by a charge to earned 
surplus. 


Assuming the advisability of the write-down of goodwill, the resulting earned 
surplus would then not be sufficient to permit the charge-off of the goodwill. 
To supply the deficiency, capital surplus can be created by a transfer from cap- 
ital stock, by a reduction of the par value of the present shares, a change from 
par to no-par shares, a stock donation by owners, or a reduction in the number of 
shares. In this case if the earned surplus were $250,000 instead of $125,000 we 
would consider the charge-off and write-down proper. 

As to the valuation of the common and preferred shares for the purpose of 
inheritance taxes, we feel that the consideration to be given unpaid accumu- 
lated dividends on the preferred stock depends upon the rights and privileges 
attaching to the two classes of stock according to the charter. If the charter 
provides that upon liquidation the holders of the preferred shares are to receive 
par and all unpaid accumulated dividends, then, in our opinion, the value of 
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preferred stock should include the amount of such unpaid dividends. It should 
be noted that the federal estate-tax form, schedule B, requires that “inactive 
stock and stock in close corporations should be valued on the basis of the com- 
pany’s net worth, earning and dividend-paying capacity and all other relevant 
factors bearing on the value of the stock.”” In this case a study of the history 
of the company would have to be made to determine which basis or combination 
of bases should be used in valuing the common stock. It is assumed for this 
purpose that these preferred and common shares have no active market. 
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